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HOW TO USE THESE VOLUMES
Scope of These Volumes . . .
These volumes, which are reprints of a looseleaf edi­
tion, bring together for continuing reference the Opinions 
and Statements of the Accounting Principles Board, the Ac­
counting Research Bulletins issued by the predecessor to 
the Accounting Principles Board, the Committee on Ac­
counting Procedure, the Accounting Terminology Bulletins 
issued by the Committee on Terminology, and the Special 
Bulletin distributed to members of the American Institute 
of Certified Public Accountants in October, 1964.
Volume 1 contains the pronouncements which are effec­
tive as of May 1 , 1968. Changes in earlier pronouncements 
specified by later ones have been recognized by appropriate 
amendments and deletions in the textual material con­
tained in Volume 1.
Volume 2 includes Accounting Research Bulletins 43 to 
51, Accounting Terminology Bulletins 1 to 4, and the State­
ments and Opinions of the Accounting Principles Board 
as they were originally issued with no amendments or 
changes except for page numbers.
How the Pronouncements Are Arranged . . .
The contents of Volume 1 are arranged topically as 
follows:
Preface, Introduction 
Financial Accounting—General 
Financial Statement Presentation 
Revenue and Expense 
Assets
Liabilities and Deferred Credits 
Capital
Special Industry Applications
Volume 2 is arranged as follows:
Accounting Research Bulletins 43 to 51 
Opinions of the Accounting Principles Board 
Statements of the Accounting Principles Board 
Accounting Terminology Bulletins 1 to 4
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How To Use Volume 1 . . .
The arrangement of topics in Volume 1 is indicated 
in the general table of contents at the front of the volume. 
There is a detailed table of contents covering the material 
within each major section.
The major sections are broken down into subtopics, 
each with its own section number. Further, each para­
graph within a section is decimally numbered. For ex­
ample, the number 2021.05 refers to the fifth paragraph 
of section 2021, covering the Statement of Source and Ap­
plication of Funds.
The topical index uses the key word method to facili­
tate reference to the pronouncements. This index is ar­
ranged alphabetically by topic, and refers the reader to 
section and paragraph numbers. The boldface numbers 
in the index refer to the section in which the topic is cov­
ered most comprehensively in Volume 1.
Appendix A is a cross-reference index which lists the 
Accounting Research Bulletins and Opinions and State­
ments of the Accounting Principles Board and which indi­
cates the section number in which material from the pro­
nouncements still in effect may be found.
Appendix B is a cross-reference index which is ar­
ranged by section numbers and which indicates the Ac­
counting Research Bulletins and Opinions and Statements 
of the Accounting Principles Board from which the mate­
rial in the section was derived.
Appendix C is a schedule of the major changes which 
have taken place in Accounting Research Bulletins 43 
through 51 and in the Opinions of the Accounting Princi­
ples Board since June 1953 when ARB 43 was issued. The 
dates of change are also indicated. It is thus possible, by 
reference to this appendix, to determine at any specified 
date the pronouncement which was in effect.
How To Use Volume 2 . . .
Volume 2 is a reprinting of Accounting Research Bul­
letins 43 through 51 (including the index), Opinions of the 
Accounting Principles Board and Statements of the Ac­
counting Principles Board. Included also are the Account-
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ing Terminology Bulletins 1 to 4. Basically, the material 
is arranged in chronological order within each division.
Volume 2 is provided primarily for historical purposes, 
although there may be occasions when reference to Volume 
2 will be necessary to determine the status of a pronounce­
ment at any specified date. It will be particularly useful 
when a new pronouncement has replaced one in the current 
volume (Volume 1), but the effective date of the new pro­
nouncement indicates that it is not yet effective for a par­
ticular fiscal period. The reader is cautioned, however, that 
many changes have taken place in the material included in 
Volume 2, and he should consult Volume 1, Appendix C— 
Schedule of Changes, to ascertain if any change has taken 
place in any specified Bulletin, Opinion or Statement.
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Section 100 
Preface
(This preface represents a combination of the pref­
ace prepared by the committee on accounting pro­
cedure in 1953 for Accounting Research Bulletin 
Number 43, Restatement and Revision of Account­
ing Research Bulletins, and a statement of subse­
quent developments.)
.01 Since its organization the American Institute of 
Certified Public Accountants, aware of divergences in ac­
counting procedures and of an increasing interest by the 
public in financial reporting, has given consideration to 
problems raised by these divergences. Its studies led it, 
in 1932, to make certain recommendations to the New York 
Stock Exchange which were adopted by the Institute in 
1934. Further consideration developed into a program of 
research and the publication of opinions, beginning in  
1938, in a series of Accounting Research Bulletins.
.02 Forty-two bulletins were issued during the period 
from 1939 to 1953. Eight of these were reports of the com­
mittee on terminology. The other 34 were the result of re­
search by the committee on accounting procedure directed 
to those segments of accounting practice where problems 
were most demanding and with which business and the 
accounting profession were most concerned at the time.
.03 Some of these studies were undertaken to meet 
new business or economic developments. Some arose out 
of the war which ended in 1945 and the problems follow­
ing in its wake. Certain of the bulletins were amended, 
superseded, or withdrawn as changing conditions affected 
their usefulness.
.04 Although the committee has approved the objec­
tive of finding a better term than the word surplus for 
use in published financial statements, it has used surplus 
herein as being a technical term well understood among 
accountants, to whom its pronouncements are primarily 
directed.
.05 The committee on accounting procedure and the 
committee on terminology of the American Institute of 
Certified Public Accountants were superseded on Septem-
§ 100.05APB Accounting Principles
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ber 1, 1959, by the Accounting Principles Board. At its 
first meeting, on September 11, 1959, the Board approved 
the following resolution:
The Accounting Principles Board of the Amer­
ican Institute of Certified Public Accountants on 
September 1, 1959, assumed the responsibilities of 
the former committees on accounting procedure 
and on terminology.
During its existence, the committee on ac­
counting procedure issued a series of accounting 
research bulletins and the committee on termi­
nology issued a series of accounting terminology 
bulletins. In 1953, the first forty-two of the ac­
counting research bulletins were revised, restated, 
or withdrawn and appeared as Accounting Re­
search Bulletin No. 43 and Accounting Termi­
nology Bulletin No. 1. Since 1953, other bulletins 
have been issued, the last accounting research bul­
letin being No. 51 and the last terminology bulle­
tin being No. 4.
The Accounting Principles Board has the au­
thority, as did the predecessor committees, to re­
view and revise any of these bulletins and it plans 
to take such action from time to time.
Pending such action and in order to prevent 
any misunderstanding meanwhile as to the status 
of the existing accounting research and terminol­
ogy bulletins, the Accounting Principles Board 
now makes public announcement that these bul­
letins should be considered as continuing in force 
with the same degree of authority as before.
.06 The Accounting Principles Board has issued a 
number of “ Opinions” and “ Statements.” Certain of the 
Opinions modify Accounting Research Bulletins or other 
Opinions. W ith these revisions, all currently existing Bul­
letins, Opinions and Statements continue in full force 
and effect.
.07 This looseleaf edition has been instituted to fa­
cilitate reference to the Bulletins, Opinions and Statements 
and to provide an effective means of reflecting modifica­
tions of them on a timely basis. Due to the fact that it
§ 100.06 ©  1968, American Institute of Certified Public Accountants, Inc.
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is a compilation of pronouncements of the predecessor 
committee and the Board, the composition of which has 
changed during the periods of their existence, it  has been 
considered desirable to maintain the language of the pro­
nouncements in their original form and context to the ex­
tent feasible. Accordingly, such terms as committee and 
Board appear unchanged from the original pronouncements.
  The next page is 31.
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Section 510
Introduction—General
(This section of the introduction was prepared, ex­
cept as otherwise indicated herein, by the commit­
tee on accounting procedure and was issued in 
June 1953 as a part of Accounting Research Bulle­
tin No. 43, Restatement and Revision of Account­
ing Research Bulletins.)
ACCOUNTING AND THE CORPORATE SYSTEM
.01 Accounting is essential to the effective functioning 
of any business organization, particularly the corporate 
form. The test of the corporate system and of the special 
phase of it represented by corporate accounting ultimately 
lies in the results which are produced. These results must 
be judged from the standpoint of society as a whole—not 
merely from that of any one group of interested persons.
.02 The uses to which the corporate system is put and 
the controls to which it is subject change from time to time, 
and all parts of the machinery must be adapted to meet 
changes as they occur. In the past fifty years there has been 
an increasing use of the corporate system for the purpose of 
converting into readily transferable form the ownership 
of large, complex, and more or less permanent business en­
terprises. This evolution has brought in its train certain 
uses of the processes of law and accounting which have 
led to the creation of new controls, revisions of the laws, 
and reconsideration of accounting procedures.
.03 As a result of this development, the problems in 
the field of accounting have increasingly come to be con­
sidered from the standpoint of the buyer or seller of an 
interest in an enterprise, with consequent increased recog­
nition of the significance of the income statement and a 
tendency to restrict narrowly charges and credits to surplus.
The fairest possible presentation of periodic net income, 
with neither material overstatement nor understatement, 
is important, since the results of operations are significant 
not only to prospective buyers of an interest in the enter­
prise but also to prospective sellers. W ith the increasing 
importance of the income statement there has been a tend­
ency to regard the balance sheet as the connecting link
§ 510.03APB Accounting Principles
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between successive income statements; however this con­
cept should not obscure the fact that the balance sheet has 
significant uses of its own.
.04 This evolution has also led to a demand for a 
larger degree of uniformity in accounting. Uniformity 
has usually connoted similar treatment of the same item  
occurring in many cases, in which sense it runs the risk of 
concealing important differences among cases. Another 
sense of the word would require that different authorities 
working independently on the same case should reach the 
same conclusions. Although uniformity is a worthwhile 
goal, it should not be pursued to the exclusion of other bene­
fits. Changes of emphasis and objective as well as changes 
in conditions under which business operates have led, and 
doubtless will continue to lead, to the adoption of new ac­
counting procedures. Consequently, diversity of practice 
may continue as new practices are adopted before old 
ones are completely discarded.
APPLICABILITY OF COMMITTEE OPINIONS
.05 The principal objective of the committee has been 
to narrow areas of difference and inconsistency in account­
ing practices, and to further the development and recogni­
tion of generally accepted accounting principles, through 
the issuance of opinions and recommendations that would 
serve as criteria for determining the suitability of account­
ing practices reflected in financial statements and represen­
tations of commercial and industrial companies. In this 
endeavor, the committee has considered the interpretation 
and application of such principles as appeared to it to be 
pertinent to particular accounting problems. The commit­
tee has not directed its attention to accounting problems 
or procedures of religious, charitable, scientific, educational, 
and similar non-profit institutions, municipalities, profes­
sional firms, and the like. Accordingly, except where there 
is a specific statement of a different intent by the commit­
tee, its opinions and recommendations are directed pri­
marily to business enterprises organized for profit.
VOTING PROCEDURE IN ADOPTING OPINIONS
.06 The committee regards the representative char­
acter and general acceptability of its opinions as of the
§ 510.04 ©  1968, American Institute of Certified Public Accountants, Inc.
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highest importance, and to that end has adopted the follow­
ing procedures:
(a) Any opinion or recommendation before issu­
ance is submitted in final form to all members of the 
committee either at a meeting or by mail.
(b) No such opinion or recommendation is is­
sued unless it has received the approval of two-thirds 
of the entire committee.
(c) Any member of the committee dissenting from 
an opinion or recommendation issued under the pre­
ceding rule is entitled to have the fact of his dissent 
and his reasons therefor recorded in the document in 
which the opinion or recommendation is presented.
.07 Before reaching its conclusions, the committee 
gives careful consideration to prior opinions, to prevailing 
practices, and to the views of professional and other bodies 
concerned with accounting procedures.
AUTHORITY OF OPINIONS
.08 Except as indicated in the succeeding paragraph, 
the authority of Accounting Research Bulletins and Opin­
ions of the Accounting Principles Board rests upon their 
general acceptability. While it is recognized that general 
rules may be subject to exception, the burden of justifying 
departures from Accounting Research Bulletins and Board 
Opinions must be assumed by those who adopt other prac­
tices. [As amended, effective for fiscal periods beginning 
after December 31, 1965, by Council action October 1964.]
.09 Action of Council of the Institute (Special Bulle­
tin, Disclosure of Departures from Opinions of the Account­
ing Principles Board, October, 1964, included in section 520 
in its entirety) provides that:
(a) “ Generally accepted accounting principles” 
are those principles which have substantial authori­
tative support.
(b) Opinions of the Accounting Principles Board 
constitute “ substantial authoritative support.”
(c) “ Substantial authoritative support” can ex­
ist for accounting principles that differ from Opin­
ions of the Accounting Principles Board.
A PB Accounting Principles § 510.09
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The Council action also requires that departures from effec­
tive Board Opinions (as well as effective Accounting Re­
search Bulletins) be disclosed in footnotes to the financial 
statements or in independent auditors’ reports when the 
effect of the departure on the financial statements is ma­
terial. [As amended, effective for fiscal periods beginning 
after December 31, 1965, by Council action October 1964.]
.10 The committee contemplates that its opinions will 
have application only to items material and significant in 
the relative circumstances. It considers that items of little  
or no consequence may be dealt with as expediency may 
suggest. However, freedom to deal expediently with im­
material items should not extend to a group of items whose 
cumulative effect in any one financial statement may be 
material and significant.
OPINIONS NOT RETROACTIVE
.11 No opinion issued by the committee or by the 
Board is required to have a retroactive effect unless it con­
tains a statement of such requirement. Thus an opinion 
will ordinarily have no application to a transaction arising 
prior to its publication (or stated effective date), nor to 
transactions in process of completion at the time of publi­
cation. But while the committee considers it inequitable 
to make its statements retroactive, it does not wish to 
discourage the revision of past accounts in an individual 
case if it appears to be desirable in the circumstances. [As 
amended to reflect Board policy—beginning with APB 
Opinion No. 6, October 1965—of stating the effective date of 
each Opinion.]
THE COMPANY AND ITS AUDITORS
.12 Underlying all committee opinions is the fact that 
the accounts of a company are primarily the responsibility 
of management. The responsibility of the auditor is to 
express his opinion concerning the financial statements and 
to state clearly such explanations, amplifications, disagree­
ment, or disapproval as he deems appropriate. While 
opinions of the committee are addressed particularly to cer­
tified public accountants whose problem it is to decide what 
they may properly report, the committee recommends simi­
lar application of the procedures mentioned herein by those 
who prepare the accounts and financial statements.
§ 510.10
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Section 520
Disclosure of Departures from 
Opinions of Accounting 
Principles Board
Effective for fiscal periods 
beginning after December 
31, 1965, unless otherwise 
indicated
To Members of the American Institute of 
Certified Public Accountants
.01 The Council of the Institute, at its meeting Octo­
ber 2, 1964, unanimously adopted recommendations that 
members should see to it that departures from Opinions 
of the Accounting Principles Board (as well as effective 
Accounting Research Bulletins issued by the former Com­
mittee on Accounting Procedure) are disclosed, either in 
footnotes to financial statements or in the audit reports of 
members in their capacity as independent auditors.
.02 This action applies to financial statements for 
fiscal periods beginning after December 31, 1965.
.03 The recommendations adopted by Council are 
as follows:
1. “ Generally accepted accounting principles” are 
those principles which have substantial authoritative 
support.
2. Opinions of the Accounting Principles Board 
constitute " substantial authoritative support. ’’
3. " Substantial authoritative support” can exist 
for accounting principles that differ from Opinions of 
the Accounting Principles Board.
4. No distinction should be made between the Bul­
letins issued by the former Committee on Accounting 
Procedure on matters of accounting principles and 
the Opinions of the Accounting Principles Board. Ac­
cordingly, references in this report to Opinions of the
§ 520.03APB Accounting Principles
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Accounting Principles Board also apply to the Ac­
counting Research Bulletins.1’2
5. If an accounting principle that differs materi­
ally in its effect from one accepted in an Opinion of 
the Accounting Principles Board is applied in financial 
statements, the reporting member must decide whether 
the principle has substantial authoritative support and 
is applicable in the circumstances.
a. If he concludes that it does not, he would either 
qualify his opinion, disclaim an opinion, or give an ad­
verse opinion as appropriate. Requirements for han­
dling these situations in the reports of members are set 
forth in generally accepted auditing standards and in 
the Code of Professional Ethics and need no further 
implementation.
b. If he concludes that it does have substantial 
authoritative support:
(1) he would give an unqualified opinion and
(2) disclose the fact of departure from the 
Opinion in a separate paragraph in his report or see 
that it is disclosed in a footnote to the financial state­
ments and, where practicable, its effects on the finan­
cial statements.* Illustrative language for this pur­
pose is as follows:
The company’s treatment of (describe) is at 
variance with Opinion No. — of the Account­
ing Principles Board (Accounting Research 
Bulletin No. — of the Committee on Account­
ing Procedure) of the American Institute of 
Certified Public Accountants. This Opinion
1This is in accord with the following resolution of the Accounting 
Principles Board at its first meeting on September 11, 1959:“The Accounting Principles Board has the authority, as did the prede­cessor committee, to review and revise any of these Bulletins (published by the predecessor committee) and it plans to take such action from time to time.“Pending such action and in order to prevent any misunderstanding meanwhile as to the status of the existing accounting research and ter­minology bulletins, the Accounting Principles Board now makes public announcement that these bulletins should be considered as continuing in force with the same degree of authority as before.”2The Terminology Bulletins are not within the purview of the Council's resolution nor of this report because they are not statements on accounting principles.* In those cases in which it is not practicable to determine the approxi­mate effect on the financial statements, this fact should be expressly stated.
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(Bulletin) states that (describe the principle 
in question). If the Accounting Principles 
Board Opinion (Accounting Research Bulle­
tin) had been followed, income for the year 
would have been increased (decreased) by
$---------, and the amount of retained earnings
at (date) increased (decreased) by $---------.
In our opinion, the company’s treatment has 
substantial authoritative support and is an 
acceptable practice.
* * * * *
If disclosure is made in a footnote, the last 
sentence might be changed to read: In the
opinion of the independent auditors,------------,
the company’s treatment has substantial au­
thoritative support and is an acceptable prac­
tice.
6. Departures from Opinions of the Accounting 
Principles Board which have a material effect should 
be disclosed in reports for fiscal periods that begin:
a. After December 3 1 , 1965, in the case of existing 
Bulletins and Opinions;
b. After the issue date of future Opinions unless 
a later effective date is specified in the Opinion.
7. The Accounting Principles Board should re­
view prior to December 31, 1965, all Bulletins of the 
Committee on Accounting Procedure and determine 
whether any of them should be revised or withdrawn.
8. The Accounting Principles Board should include 
in each Opinion a notation that members should dis­
close a material departure therefrom.
9. The failure to disclose a material departure 
from an Accounting Principles Board Opinion is 
deemed to be substandard reporting.† The Practice 
Review Committee should be instructed to give its at­
tention to this area and to specifically report to Council 
the extent of deviations from these recommendations.
† In discussion at the Council meeting it was explained that the phrase 
“substandard reporting” was used in the sense of reporting practices not 
in conformity with recommendations of the Council.
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10. The Committee on Professional Ethics and the 
Institute’s legal counsel have advised that the present 
By-Laws and Code of Professional Ethics would not 
cover an infraction of the above recommendations. 
Whether the Code of Professional Ethics should be 
amended is a question which should be studied fur­
ther.‡ * * * * *
.04 As indicated in the above text, Council’s action 
is not intended to have the force and effect of a rule of 
ethics, but rather that of a standard of reporting practice, 
deviations from which should have the attention of the 
Practice Review Committee.
Yours truly,
T h om as  D . F l y n n , President
 T h e  n e x t  page is  101.  
‡ By order of the Council a special committee is now reviewing the 
entire matter of the status of Opinions of the Accounting Principles Board, 
and the development of accounting principles and practices for the purpose 
of recommending to Council a general statement of philosophy, purpose 
and aims in this area.
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Section 1010
Fundamentals of Financial 
Accounting
Issue date, unless 
otherwise indicated:
April 13, 1962
STATEMENT BY THE ACCOUNTING PRINCIPLES BOARD
.01 The Accounting Principles Board has received 
Accounting Research Study No. 3, “ A Tentative Set of 
Broad Accounting Principles for Business Enterprises,” 
by Robert T. Sprouse and Maurice Moonitz. The Board 
previously had received Accounting Research Study No. 1,
‘‘The Basic Postulates of Accounting,’’ by Maurice Moonitz. 
Study No. 1 was published in September 1961 and Study 
No. 3 is scheduled for publication toward the end of April 
1962.
.02 In the opinion of the Director of Accounting Re­
search, these two studies comply with the instructions to 
the Accounting Research Division to make a study of the 
basic postulates and broad principles of accounting. Prior 
to its publication, Study No. 3 has been read and com­
mented upon by a limited number of people in the field of 
accounting. Their reactions range from endorsement of the 
ideas set forth in the study of “ Broad Principles” to mis­
givings that compliance with the recommendations set forth 
by the authors would lead to misleading financial state­
ments. The Board is therefore treating these two studies 
(the one on “ Postulates” and the other on “ Principles” ) 
as conscientious attempts by the accounting research staff to 
resolve major accounting issues which, however, contain 
inferences and recommendations in part of a speculative 
and tentative nature.
.03 The Board feels that there is ample room for im­
provement in present generally accepted accounting prin­
ciples and a need to narrow or eliminate areas of difference 
which now exist. It hopes the studies will stimulate con­
structive comment and discussion in the areas of the basic 
postulates and the broad principles of accounting. Ac-
§ 1010.03APB Accounting Principles
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counting principles and practices should be adapted to 
meet changing times and conditions, and, therefore, there 
should be experimentation with new principles and new 
forms of reporting to meet these conditions. The Board be­
lieves, however, that while these studies are a valuable con­
tribution to accounting thinking, they are too radically 
different from present generally accepted accounting princi­
ples for acceptance at this time.
.04 After a period of exposure and consideration, 
some of the specific recommendations in these studies may 
prove acceptable to the Board while others may not. The 
Board therefore w ill await the results of this exposure and 
consideration before taking further action on these studies.
 The next page is 801.  
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Section 1081
Foreign Operations and 
Foreign Exchange
Issue date, unless 
otherwise indicated:
June, 1953
.01 The recommendations made in this section apply 
to United States companies which have branches or sub­
sidiaries operating in foreign countries.
.02 Since World War I foreign operations have been 
influenced to a marked degree by wars, departures from 
the gold standard, devaluations of currencies, currency 
restrictions, government regulations, etc.
.03 Although comparatively few countries in recent 
years have had unrestricted currencies and exchanges, it 
is nevertheless true that many companies have been doing 
business in foreign countries having varying degrees of 
restrictions; in some cases they have been carrying on all 
operations regarded as normal, including the transmission 
of funds. In view of the difficulties mentioned above, how­
ever, the accounting treatment of assets, liabilities, losses, 
and gains involved in the conduct of foreign business and 
to be included or reflected in the financial statements of 
United States companies requires careful consideration.
.04 A sound procedure for United States companies to 
follow is to show earnings from foreign operations in their 
own accounts only to the extent that funds have been re­
ceived in the United States or unrestricted funds are avail­
able for transmission thereto. Appropriate provision 
should be made also for known losses.
.05 Any foreign earnings reported beyond the amounts 
received in the United States should be carefully con­
sidered in the light of all the facts. The amounts should 
be disclosed if they are significant, and they should be re­
served against to the extent that their realization in dollars 
appears to be doubtful.
.06 As to assets held abroad, the accounting should 
take into consideration the fact that most foreign assets
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stand in some degree of jeopardy, so far as ultimate realiza­
tion by United States owners is concerned. Under the condi­
tions it is important that especial care be taken in each case 
to make full disclosure in the financial statements of United 
States companies of the extent to which they include sig­
nificant foreign items.
.07 Where more than one foreign exchange rate is in 
effect, care should be exercised to select the one most clearly 
realistic and appropriate in the circumstances.
CONSOLIDATION OF FOREIGN SUBSIDIARIES
.08 In view of the uncertain values and availability of 
the assets and net income of foreign subsidiaries subject 
to controls and exchange restrictions and the consequent 
unrealistic statements of income that may result from the 
translation of many foreign currencies into dollars, careful 
consideration should be given to the fundamental question 
of whether it is proper to consolidate the statements of for­
eign subsidiaries with the statements of United States com­
panies. Whether consolidation of foreign subsidiaries is  
decided upon or not, adequate disclosure of foreign opera­
tions should be made.
.09 The following are among the possible ways of pro­
viding information relating to such foreign subsidiaries:
(a) To exclude foreign subsidiaries from consoli­
dation and to furnish (1) statements in which only 
domestic subsidiaries are consolidated and (2) as to 
foreign subsidiaries, a summary in suitable form of 
their assets and liabilities, their income and losses for 
the year, and the parent company’s equity therein. 
The total amount of investments in foreign subsidiaries 
should be shown separately, and the basis on which the 
amount was arrived at should be stated. If these in­
vestments include any surplus of foreign subsidiaries 
and such surplus had previously been included in con­
solidated surplus, the amount should be separately 
shown or earmarked in stating the consolidated surplus 
in the statements here suggested. The exclusion of for­
eign subsidiaries from consolidation does not make it 
acceptable practice to include intercompany profits 
which would be eliminated if  such subsidiaries were 
consolidated.
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(b) To consolidate domestic and foreign subsidi­
aries and to furnish in addition the summary described 
in (a) (2) above.
(c) To furnish (1) complete consolidated state­
ments and also (2) consolidated statements for do­
mestic companies only.
(d) To consolidate domestic and foreign subsidi­
aries and to furnish in addition parent company state­
ments showing the investment in and income from 
foreign subsidiaries separately from those of domestic 
subsidiaries.
LOSSES AND GAINS ON FOREIGN EXCHANGE
.10 Realized losses or gains on foreign exchange 
should be charged against or credited to operations.
.11 Provision should be made, ordinarily by a charge 
against operations, for declines in translation value of for­
eign net current and working assets (unrealized losses). 
Unrealized gains should preferably be carried to a suspense 
account, except to the extent that they offset prior provi­
sions for unrealized losses, in which case they may be 
credited to the account previously charged.
TRANSLATION OF ASSETS, LIABILITIES,
LOSSES AND GAINS
Balance Sheet
.12 Fixed assets and permanent investments should 
be translated into dollars at the rates prevailing when such 
assets were acquired or constructed. Long-term receivables 
may be similarly translated, although translation of such 
receivables at current exchange rates is appropriate in 
many circumstances. When large items are purchased for 
United States dollars (or from the proceeds of sale of such 
dollars), the United States dollar cost will, of course, be 
used. If, however, the purchase is made in some foreign 
currency (obtained from earnings or borrowings), then 
the cost of the assets should be the equivalent of the amount 
of foreign currency in the United States dollars, at the rate 
of exchange prevailing at the time payment is made. An 
exception to the foregoing general principles might be made 
where fixed assets, permanent investments, or long-term 
receivables were acquired shortly before a substantial and
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presumably permanent change in the exchange rate with 
funds obtained in the country concerned, in which case it 
may be appropriate to restate the dollar equivalent of such 
assets to the extent of the change in the related debt. [As 
amended, effective for fiscal periods beginning after Decem­
ber 31, 1965, by APB Opinion No. 6.]
.13 In consolidating or combining the accounts, de­
preciation should be computed on the amount of fixed assets 
as expressed in United States dollars, even though for 
purposes of local taxation it may be impossible to show the 
foreign currency equivalent of the full amount of deprecia­
tion on the foreign statements.
.14 Cash, accounts receivable, and other current assets, 
unless covered by forward exchange contracts, should be 
translated at the rate of exchange prevailing on the date 
of the balance sheet.
.15 Inventory should follow the standard rule of cost 
or market, whichever is lower in dollars. Where accounts 
are to be stated in which the question of foreign exchange 
enters and the inventory is not translated at the rate of 
exchange prevailing on the date of the balance sheet, as is 
usually done with current assets, the burden of proof is on 
those who wish to follow some other procedure.
.16 There are, however, undoubtedly many cases 
where the cost or a portion of the cost of an article was 
incurred when the foreign currency was at a substantially 
higher rate of exchange than existed on the closing day of 
the financial period. In many cases such an asset could 
not be replaced for the amount in foreign currency at which 
it appears in the records of the branch or subsidiary com­
pany. In some cases the replacement price in foreign cur­
rency would undoubtedly have increased since the fall in ex­
change, and it would be inequitable to treat the lower of cost 
or market as a mere translation at the closing rate of the 
foreign currency cost price, where the article could now be 
replaced only at a much higher amount in foreign currency. 
Where the selling price obtainable in dollars, after deduct­
ing a reasonable percentage to cover selling and other local 
expenses, exceeds the cost of the article in dollars at the 
rate prevailing as of the date of purchase, such original
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dollar equivalent may be considered as the cost for purposes 
of inventory.
.17 Current liabilities payable in foreign currency 
should be translated into dollars at the rate of exchange in 
force on the date of the balance sheet.
.18 Capital stock stated in foreign currency should 
not be translated at the closing rate, but at the rates of 
exchange prevailing when originally issued. Long-term 
liabilities payable in foreign currency may be similarly 
translated, although translation of such liabilities at cur­
rent exchange rates is appropriate in many circumstances.
These are general rules, but an exception may exist in 
respect to long-term debt incurred or capital stock issued 
in connection with the acquisition of fixed assets, per­
manent investments, or long-term receivables a short time 
before a substantial and presumably permanent change in 
the exchange rate. In such instances, it may be appro­
priate to state the long-term debt or the capital stock at 
the new rate and proper to deal with the exchange differ­
ences as an adjustment of the cost of the assets acquired.
[As amended, effective for fiscal periods beginning after 
December 31, 1965, by APB Opinion No. 6.]
Profit and Loss Statement
.19 The operating statements of foreign branches or 
subsidiaries, or of domestic corporations conducting their 
business in foreign currencies (buying, selling, and manu­
facturing), should preferably, where there have been wide 
fluctuations in exchange, be translated at the average rate 
of exchange applicable to each month or, if this procedure 
would involve too much labor, on the basis of a carefully 
weighted average.
.20 Where a major change in an exchange rate takes 
place during a fiscal year, there may be situations in which 
more realistic results will be obtained if income computed 
in foreign currencies is translated for the entire fiscal year 
at the new rates in effect after such major fluctuation. This 
procedure would have the practical advantage of making 
unnecessary a cutoff at the date of the change in the ex­
change rate. Where dividends have been paid prior to a 
major change in the exchange rate, out of earnings of the
Foreign Operations and Foreign Exchange
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current fiscal year, that portion of the income for the year 
should be considered as having been earned at the rate at 
which such dividend was paid irrespective of the rates used 
in translating the remainder of the earnings.
.21 W hile the possibility of losses from currency de­
valuation may ordinarily be considered to be a risk inherent 
in the conduct of business in foreign countries, the world­
wide scope and unprecedented magnitude of devaluations 
that have occurred in recent years are such that they 
cannot be regarded as recurrent hazards of business. Ac­
cordingly, exchange adjustments arising from such ex­
traordinary developments should be classified in the income 
statement as extraordinary items. (See section 2010.19- 
.21.) [As amended, effective for fiscal periods beginning 
after December 31, 1966, by APB Opinion No. 9.] 
* * * * *
.22 The foregoing is no more than a brief resume of 
the generally accepted principles pertaining to the treat­
ment of foreign exchange as applied to the statements of 
accounts of American corporations. The practical problems 
which arise in their application should receive careful con­
sideration in each case.
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Section 1091
Purchase versus Pooling 
of Interests
Issue date, unless 
otherwise indicated: 
January, 1957
.01 Whenever two or more corporations are brought 
together, or combined, for the purpose of carrying on the 
previously conducted businesses, the accounting to give 
effect to the combination will vary depending largely upon 
whether an important part of the former ownership is  
eliminated or whether substantially all of it is continued. 
This section differentiates these two types of combinations, 
the first of which is designated herein as a purchase and the 
second as a pooling of interests, and indicates the nature 
of the accounting treatment appropriate to each type.
.02 For accounting purposes, the distinction between 
a purchase and a pooling of interests is to be found in the at­
tendant circumstances rather than in the designation of the 
transaction according to its legal form (such as a merger, 
an exchange of shares, a consolidation, or an issuance of 
stock for assets and businesses), or in the number of cor­
porations which survive or emerge, or in other legal or tax 
considerations (such as the availability of surplus for divi­
dends).
.03 For accounting purposes, a purchase may be de­
scribed as a business combination of two or more corpora­
tions in which an important part of the ownership interests 
in the acquired corporation or corporations is eliminated or 
in which other factors requisite to a pooling of interests 
are not present.
.04 In contrast, a pooling of interests may be described 
for accounting purposes as a business combination of two 
or more corporations in which the holders of substantially 
all of the ownership interests 1 in the constituent corpora-
1 As used in this section, the term “ownership interests” refers basically 
to common stock, although in some cases the term may also include other 
classes of stock having senior or preferential rights as well as classes whose 
rights may be restricted in certain respects.
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tions become the owners of a single corporation which 
owns the assets and businesses of the constituent corpora­
tions, either directly or through one or more subsidiaries, 
and in which certain other factors discussed below are 
present. Such corporation may be one of the constituent 
corporations or it may be a new corporation. After a pooling 
of interests, the net assets of all of the constituent cor­
porations will in a large number of cases be held by a single 
corporation. However, the continuance in existence of one 
or more of the constituent corporations in a subsidiary re­
lationship to another of the constituents or to a new corpora­
tion does not prevent the combination from being a pooling 
of interests if no significant minority interest remains out­
standing, and if there are important tax, legal, or economic 
reasons for maintaining the subsidiary relationship, such 
as the preservation of tax advantages, the preservation of 
franchises or other rights, the preservation of the position 
of outstanding debt securities, or the difficulty or costliness 
of transferring contracts, leases, or licenses.
.05 In determining the extent to which a new owner­
ship or a continuity of old ownership exists in a particular 
business combination, consideration should be given to 
attendant circumstances. When the shares of stock that 
are received by the several owners of one of the prede­
cessor corporations are not substantially in proportion to 
their respective interests in such predecessor, a new owner­
ship or purchase of the predecessor is presumed to result. 
Similarly, if relative voting rights, as between the con­
stituents, are materially altered through the issuance of 
senior equity or debt securities having limited or no voting 
rights, a purchase may be indicated. Likewise, a plan or 
firm intention and understanding to retire a substantial 
part of the capital stock issued to the owners of one or more 
of the constituent corporations, or substantial changes in 
ownership occurring shortly before or planned to occur 
shortly after the combination, tends to indicate that the 
combination is a purchase. However, where a constituent 
corporation has had two or more classes of stock outstand­
ing prior to the origin of the plan of combination, the re­
demption, retirement, or conversion of a class or classes of 
stock having senior or preferential rights as to assets and
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dividends need not prevent the combination from being 
considered to be a pooling of interests.
.06 Other attendant circumstances should also be 
taken into consideration in determining whether a purchase 
or a pooling of interests is involved. Since the assumption 
underlying the pooling-of-interests concept is one of con­
tinuity of all of the constituents in one business enterprise, 
abandonment or sale of a large part of the business of one 
or more of the constituents m ilitates against considering the 
combination as a pooling of interests. Similarly, the con­
tinuity of management or the power to control management 
is involved. Thus, if  the management of one of the constit­
uents is eliminated or its influence upon the over-all manage­
ment of the enterprise is very small, a purchase may be 
indicated. Relative size of the constituents may not neces­
sarily be determinative, especially where the smaller cor­
poration contributes desired management personnel; how­
ever, where one of the constituent corporations is clearly 
dominant (for example, where the stockholders of one of 
the constituent corporations obtain 90% to 95% or more 
of the voting interest in the combined enterprise), there is 
a presumption that the transaction is a purchase rather than 
a pooling of interests.
.07 No one of the factors discussed in paragraphs .05 
and .06 would necessarily be determinative and any one fac­
tor might have varying degrees of significance in different 
cases. However, their presence or absence would be cumu­
lative in effect. Since the conclusions to be drawn from con­
sideration of these different relevant circumstances may be 
in conflict or partially so, determination as to whether a 
particular combination is a purchase or a pooling of inter­
ests should be made in the light of all such attendant cir­
cumstances.
.08 The Board believes that Accounting Research 
Bulletin No. 48 should be continued as an expression of 
the general philosophy for differentiating business combina­
tions that are purchases from those that are poolings of 
interests, but emphasizes that the criteria set forth in para­graphs .05 and .06 are illustrative guides and not neces­
sarily literal requirements. [As amended, effective for 
fiscal periods beginning after December 31, 1965, by APB 
Opinion No. 6.]
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.09 When a combination is deemed to be a purchase, 
the assets acquired should be recorded on the books of the 
acquiring corporation at cost, measured in money, or, in the 
event other consideration is given, at the fair value of such 
other consideration, or at the fair value of the property ac­
quired, whichever is more clearly evident. This is in accord­
ance with the procedure applicable to accounting for 
purchases of assets.
.10 When a combination is deemed to be a pooling of 
interests, a new basis of accountability does not arise. The 
carrying amounts of the assets of the constituent corpora­
tions, if stated in conformity with generally accepted ac­
counting principles and appropriately adjusted when 
deemed necessary to place them on a uniform accounting 
basis, should be carried forward; and the combined earned 
surpluses and deficits, if  any, of the constituent corpora­
tions should be carried forward, except to the extent other­
wise required by law or appropriate corporate action. Ad­
justments of assets or of surplus which would be in con­
formity with generally accepted accounting principles in 
the absence of a combination are ordinarily equally appro­
priate if effected in connection with a pooling of interests; 
however, the pooling-of-interests concept implies a combin­
ing of surpluses and deficits of the constituent corporations, 
and it would be inappropriate and misleading in connection 
with a pooling of interests to eliminate the deficit of one 
constituent against its capital surplus and to carry forward 
the earned surplus of another constituent.
.11 Where one or more of the constituent corporations 
continues in existence in a subsidiary relationship, and the 
requirements of a pooling of interests have been met, the 
combination of earned surpluses in the consolidated balance 
sheet is proper since a pooling of interests is not an acquisi­
tion as that term is used in section 2051 which states that 
earned surplus of a subsidiary corporation created prior 
to acquisition does not form a part of the consolidated 
earned surplus. Under the pooling-of-interests concept, the 
new enterprise is regarded as a continuation of all the con­
stituent corporations and this holds true whether it is 
represented by a single corporation or by a parent cor­
poration and one or more subsidiaries. If, however, prior 
to the origin of a plan of combination one party to the
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combination bad been acquired by another such party as a 
subsidiary in circumstances which precluded the transac­
tions from being considered a pooling of interests, the 
parent’s share of the earned surplus of the subsidiary prior 
to such acquisition should not be included in the earned 
surplus of the pooled corporations.
.12 Because of the variety of conditions under which 
a pooling of interests may be carried out, it is not prac­
ticable to deal with the accounting presentation except 
in general terms. A number of problems will arise. For 
example, if  a single corporation survives in a pooling of 
interests, the stated capital of such corporation may be 
either more or less than the total of the stated capitals 
of the constituent corporations. In the former event, the 
excess may be deducted first from the total of any other 
contributed capital (capital surplus), and next from the 
total of any earned surplus, of the constituent corporations. 
When the stated capital of the surviving corporation is less 
than the combined stated capitals of the constituent cor­
porations, the difference should appear in the balance 
sheet of the surviving corporation as other contributed 
capital (capital surplus), analogous to that created by a 
reduction in stated capital where no combination is involved.
.13 When a combination is considered to be a pooling 
of interests,2 statements of results of operations issued 
by the continuing business for the period in which the 
combination occurs should include the combined results of 
operations of the constituent interests for the entire period 
in which the combination was effected. Similarly, if  the 
pooling is consummated at or shortly after the close of 
the period, and before financial statements of the continuing 
business are issued, the financial statements should, if 
practicable, give effect to the pooling for the entire period 
being reported; in this case, information should also be 
furnished as to revenues and earnings of the constituent 
businesses for all periods presented. Results of operations, 
balance sheets and other historical financial data of the 
continuing business for periods (including interim periods)
2Accounting Research Study No. 5 on A Critical Study of Accounting for Business Combinations has been published, and another research study 
on accounting for goodwill is in process. The Board plans to reconsider 
the entire subject of accounting for business combinations after the latter 
study is published.
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prior to that in which the combination was effected, when 
presented for comparative purposes, should be restated 
on a combined basis. In order to show the effect of poolings 
upon their earnings trends, companies may wish to provide 
reconciliations of amounts of revenues and earnings prev­
iously reported with those currently presented. Combined 
financial statements of pooled businesses should be clearly 
described as such, and disclosure should be made that a 
business combination has been treated as a pooling. [As 
amended, effective for fiscal periods beginning after Decem­
ber 31, 1966, by APB Opinion No. 10.]
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Section 2010
Reporting the Results 
of Operations
Effective for fiscal periods 
beginning after December 
31, 1966, unless otherwise 
indicated
INTRODUCTION
.01 The American Institute of Certified Public Ac­
countants, through its boards and committees, reviews 
from time to time the form and content of financial state­
ments to determine how their usefulness may be improved. 
This section is the result of a review of present practice 
in the reporting of the results of operations of business en­
tities.
.02 This section (a) concludes that net income should 
reflect all items of profit and loss recognized during the 
period except for prior period adjustments, with extraor­
dinary items to be shown separately as an element of net 
income of the period, (b) specifies the criteria to be used 
in determining which items, if any, recognized during the 
current period are to be considered extraordinary items,
(c) specifies the criteria to be used in determining which 
items, if any, recognized during the current period are to 
considered prior period adjustments and excluded from 
net income for the current period and (d) specifies the 
statement format and terminology to be used and the 
disclosures to be made when extraordinary items or prior 
period adjustments are present.
.03 This section also specifies the method of treating 
extraordinary items and prior period adjustments in com­
parative statements for two or more periods, specifies the 
disclosures required when previously issued statements of 
income are restated and recommends methods of presenta­
tion of historical, statistical-type financial summaries which 
include extraordinary items or are affected by prior period 
adjustments. In Part II, this section specifies how earn­
ings per share and dividends per share should be computed 
and reported.
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.04 For convenience, the term net income is used here­
in to refer to either net income or net loss. Similarly, net 
income per share or earnings per share is used to refer 
to either net income (or earnings) per share or net loss per 
share.
APPLICABILITY
.05 This section applies to general purpose state­
ments which purport to present results of operations in 
conformity with generally accepted accounting principles. 
Investment companies, insurance companies and certain 
nonprofit organizations have developed income statements 
with formats different from those of the typical commercial 
entity described herein, designed to highlight the peculiar 
nature and sources of their income or operating results. 
The portion of this section which requires that net income 
he presented as one amount does not apply to such entities. 
A committee of the American Institute of Certified Public 
Accountants is in the process of recommending a format 
for the income statement of commercial banks. Until such 
recommendation has been given and until the Board has 
taken a position thereon, this section is not applicable to 
commercial banks.
I— NET INCOME AND THE TREATMENT OF 
EXTRAORDINARY ITEMS AND PRIOR 
PERIOD ADJUSTMENTS
DISCUSSION
General
.06 Business entities have developed a reporting pat­
tern under which periodic financial statements are pre­
pared from their accounting records to reflect the financial 
position of the entity at a particular date and the finan­
cial results of its activities for a specified period or periods. 
The statement of income and the statement of retained 
earnings (separately or combined) are designed to reflect, 
in a broad sense, the “ results of operations.”
.07 A problem in reporting the results of operations 
of a business entity for one or more periods is the treat­
ment of extraordinary items and prior period adjustments. 
This section discusses the nature of events and transactions 
which might be considered “ extraordinary,” establishes
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related criteria which the Board feels are reasonable and 
practicable, and specifies the method and extent of dis­
closure of such items in the financial statements. The sec­
tion also discusses the various types of adjustment which 
might be considered to be proper adjustments of the re­
corded results of operations of prior periods and estab­
lishes criteria which the Board feels are reasonable and 
practicable for the relatively few items which should be 
so recognized.
Historical Background
G eneral
.08 There is considerable diversity of views as to 
whether extraordinary items and prior period adjustments 
should enter into the determination of net income of the 
period in which they are recognized. When Accounting 
Research Bulletin No. 32 was issued in December 1947, as 
well as when it was reissued in June 1953 as Chapter 8 of 
Accounting Research Bulletin No. 43, two conflicting view­
points had attracted considerable support. The paragraphs 
which follow summarize the discussion of these two view­
points contained in Chapter 8.
Current Operating Performance
.09 Under one viewpoint, designated current oper­
ating performance, the principal emphasis is upon the ordi­
nary, normal, recurring operations of the entity during 
the current period. If extraordinary or prior period trans­
actions have occurred, their inclusion might impair the sig­
nificance of net income to such an extent that misleading 
inferences might be drawn from the amount so designated.
.10 Advocates of this position believe that users of 
financial statements attach a particular business signifi­
cance to the statement of income and the “ net income” 
reported therein. They point out that, while some users 
are able to analyze a statement of income and to eliminate 
from it those prior period adjustments and extraordinary 
items which may tend to impair its usefulness for their 
purposes, many users are not trained to do this. They be­
lieve that management (subject to the attestation of the 
independent auditors) is in a better position to do this, 
and to eliminate the effect of such items from ‘the amount 
designated as net income.
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.11 Advocates of this position also point out that 
many companies, in order to give more useful information 
concerning their earnings performance, restate the earn­
ings or losses of affected periods to reflect the proper allo­
cation of prior period adjustments. They believe there­
fore that items of this type may best be handled as direct 
adjustments of retained earnings or as “ special item s” 
excluded from net income of the current period. They 
feel that extraordinary items of all types may often best 
be disclosed as direct adjustments of retained earnings, 
since this eliminates any distortive effect on reported 
earnings.
All Inclusive
.12 Under the other viewpoint, designated all inclu­
sive, net income is presumed to include all transactions 
affecting the net increase or decrease in proprietorship 
equity during the current period, except dividend distri­
butions and transactions of a capital nature.
.13 Proponents of this position believe that the aggre­
gate of such periodic net incomes, over the life of an en­
terprise, constitutes total net income, and that this is the 
only fair and complete method of reporting the results of 
operations of the entity. They believe that extraordinary 
items and prior period adjustments are part of the earn­
ings history of an entity and that omission of such items 
from periodic statements of income increases the possi­
bility that these items will be overlooked in a review of 
operating results for a period of years. They also stress 
the dangers of possible manipulation of annual earnings 
figures if such items may be omitted from the determina­
tion of net income. They believe that a statement of in­
come including all such items is easy to understand and 
less subject to variations resulting from different judg­
ments. They feel that, when judgment is allowed to deter­
mine whether to include or exclude particular items or 
adjustments, significant differences develop in the treat­
ment of borderline cases and that there is a danger that 
the use of “ extraordinary” as a criterion may be a means 
of equalizing income. Advocates of this theory believe 
that full disclosure in the income statement of the na­ture of any extraordinary items or prior period adjust-
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ments during each period will enable the user of a 
statement of income to make his own assessment of the 
importance of the items and their effects on operating 
results.
Decisions of Committee on Accounting Procedure—
Subsequent Developments
.14 The committee on accounting procedure (prede­
cessor of the Accounting Principles Board) did not em­
brace either of these viewpoints in its entirety in issuing 
its first Accounting Research Bulletin on this subject in 
December 1947. Instead, the committee stated " . . it 
is the opinion of the committee that there should be a gen­
eral presumption that all items of profit and loss recog­
nized during the period are to be used in determining the 
figure reported as net income. The only possible excep­
tion to this presumption in any case would be with respect 
to items which in the aggregate are materially significant 
in relation to the company’s net income and are clearly 
not identifiable with or do not result from the usual or 
typical business operations of the period. Thus, only ex­
traordinary items such as the following may be excluded 
from the determination of net income for the year, and 
they should be excluded when their inclusion would im­
pair the significance of net income so that misleading in­
ferences might be drawn therefrom: . . . .” 1 The list 
of items which followed consisted of material charges or 
credits, other than ordinary adjustments of a recurring 
nature, (a) specifically related to operations of prior years,
(b) resulting from unusual sales of assets not acquired 
for resale and not of the type in which the company usu­
ally deals, (c) resulting from losses of a type not usually 
insured against, (d) resulting from the write-off of a ma­
terial amount of intangibles or a material amount of un­
amortized bond discount or premium and expense. The 
language quoted above was continued substantially un­
changed in the 1953 Restatement and Revision of Account­
ing Research Bulletins, becoming Chapter 8 of ARB No. 43.
.15 Since the issuance of these guidelines for the de­
termination of net income, developments in the business 
and investment environment have increased the emphasis
1 Accounting Research Bulletin No. 32, Income and Earned Surplus.
§ 2010.APB Accounting Principles
1015
1016 Financial Statement Presentation
on, and interest in, the financial reporting format of busi­
ness entities and the nature of the amount shown as net 
income therein. As a result of the widespread and in­
creasing dissemination of financial data, often in highly 
condensed form, to investors and potential investors, sug­
gestions have been made that the criteria for the determi­
nation of the amount to be reported as net income, insofar 
as it is affected by extraordinary items and prior period 
adjustments, should be re-examined.
OPINION
Summary
.16 The Board has considered various methods of 
reporting the effects of extraordinary events and trans­
actions and of prior period adjustments which are recorded 
in the accounts during a particular accounting period.
The Board has concluded that net income should reflect 
all items of profit and loss recognized during the period 
with the sole exception of the prior period adjustments 
described below. Extraordinary items should, however, 
be segregated from the results of ordinary operations and 
shown separately in the income statement, with disclosure 
of the nature and amounts thereof. The criteria for de­
termination of extraordinary items are described in para­
graph .20 below.
.17 With respect to prior period adjustments, the 
Board has concluded that those rare items which relate 
directly to the operations of a specific prior period or pe­
riods, which are material and which qualify under the 
criteria described in paragraphs .22 and .24 below should, 
in single period statements, be reflected as adjustments of 
the opening balance of retained earnings. When compara­
tive statements are presented, corresponding adjustments 
should be made of the amounts of net income (and the 
components thereof) and retained earnings balances (as 
well as of other affected balances) for all of the periods 
reported therein, to reflect the retroactive application of 
the prior period adjustments. (See paragraph .25 for re­
quired disclosures of prior period adjustments.)
.18 The Board has concluded that the above approach 
to the reporting of the results of operations of business 
entities will result in the most meaningful and useful type
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of financial presentation. The principal advantages are:
(a) inclusion of all operating items related to the current 
period, with segregation and disclosure of the extraordi­
nary items, (b) a reporting of current income from oper­
ations free from distortions resulting from material items 
directly related to prior periods and (c) proper retroactive 
reflection in comparative financial statements of material 
adjustments relating directly to prior periods. In reach­
ing its conclusion, the Board recognizes that this approach 
may involve (a) occasional revision of previously-reported 
net income for prior periods to reflect subsequently re­
corded material items directly related thereto, (b) diffi­
culty in segregating extraordinary items and items related 
to prior periods and (c) the possibility that disclosures 
regarding adjustments of opening balances in retained 
earnings or of net income of prior periods w ill be over­
looked by the reader.
Income Statement Presentation
.19 Under this approach, the income statement should 
disclose the following elements:
Income before extraordinary items 
Extraordinary items
(less applicable income tax)
Net income
If the extraordinary items are few in number, descriptive 
captions may replace the caption extraordinary items and 
related notes. In such cases, the first and last captions 
shown above should nonetheless appear. Similarly, even 
though material extraordinary items may net to an imma­
terial amount, they should be positioned and disclosed as 
indicated above, and the first and last captions shown 
above should appear. If there are no extraordinary items, 
the caption net income should replace the three captions 
shown above. The amount of income tax applicable to the 
segregated items should be disclosed, either on the face of 
the income statement or in a note thereto. (The amount of 
prior period adjustments and the amount of income tax ap­
plicable thereto should also be disclosed, as outlined in para­
graph .25.) Illustrative examples of the treatment of such 
items in financial statements appear in section 2010A.
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Criteria for Extraordinary Items Related to the Current Period
.20 The segregation in the income statement of the 
effects of events and transactions which have occurred 
during the current period, which are of an extraordinary 
nature and whose effects are material requires the exer­
cise of judgment. (In determining materiality, items of 
a similar nature should be considered in the aggregate. 
Dissimilar items should be considered individually; how­
ever, if they are few in number, they should be considered 
in the aggregate.) Such events and transactions are iden­
tified primarily by the nature of the underlying occur­
rence. They will be of a character significantly different 
from the typical or customary business activities of the 
entity. Accordingly, they will be events and transactions 
of material effect which would not be expected to recur 
frequently and which would not be considered as recur­
ring factors in any evaluation of the ordinary operating 
processes of the business. Examples of extraordinary 
items, assuming that each case qualifies under the criteria 
outlined above, include material gains or losses (or provi­
sions for losses) from (a) the sale or abandonment of a 
plant or a significant segment of the business,2 (b) the sale 
of an investment not acquired for resale, (c) the Write-off 
of goodwill due to unusual events or developments within 
the period, (d) the condemnation or expropriation of prop­
erties and (e) a major devaluation of a foreign currency. 
As indicated above, such material items, less applicable 
income tax effect, should be segregated, but reflected in 
the determination of net income.
.21 Certain gains or losses (or provisions for losses), 
regardless of size, do not constitute extraordinary items 
(or prior period adjustments) because they are of a char­
acter typical of the customary business activities of the 
entity. Examples include (a) write-downs of receivables, 
inventories and research and development costs, (b) ad­
justments of accrued contract prices and (c) gains or losses 
from fluctuations of foreign exchange. The effects of items 
of this nature should be reflected in the determination of 
income before extraordinary items. If such effects are 
material, disclosure is recommended.
2 Operating results prior to the decision as to sale or abandonment 
should not be considered an element of the extraordinary gain or loss.
§ 2010.20 ©  1968, American Institute of Certified Public Accountants, Inc.
Reporting the Results of Operations
Criteria for Prior Period Adjustments
.22 Adjustments related to prior periods—and thus 
excluded in the determination of net income for the cur­
rent period—are limited to those material adjustments 
which (a) can be specifically identified with and directly 
related to the business activities of particular prior peri­
ods, and (b) are not attributable to economic events occur­
ring subsequent to the date of the financial statements for 
the prior period, and (c) depend primarily on determina­
tions by persons other than management and (d) were not 
susceptible of reasonable estimation prior to such deter­
mination. Such adjustments are rare in modem financial 
accounting. They relate to events or transactions which 
occurred in a prior period, the accounting effects of which 
could not be determined with reasonable assurance at that 
time, usually because of some major uncertainty then exist­
ing. Evidence of such an uncertainty would be disclosure 
thereof in the financial statements of the applicable pe­
riod, or of an intervening period in those cases in which 
the uncertainty became apparent during a subsequent pe­
riod. Further, it would be expected that, in most cases, 
the opinion of the reporting independent auditor on such 
prior period would have contained a qualification because 
of the uncertainty. Examples are material, nonrecurring 
adjustments or settlements of income taxes, of renegotia­
tion proceedings or of utility revenues under rate proc­
esses. Settlements of significant amounts resulting from 
litigation or similar claims may also constitute prior pe­
riod adjustments.
.23 Treatment as prior period adjustments should not 
be applied to the normal, recurring corrections and adjust­
ments which are the natural result of the use of estimates 
inherent in the accounting process. For example, changes 
in the estimated remaining lives of fixed assets affect the 
computed amounts of depreciation, but these changes 
should be considered prospective in nature and not prior 
period adjustments. Similarly, relatively immaterial ad­
justments of provisions for liabilities (including income 
taxes) made in prior periods should be considered recur­
ring items to be reflected in operations of the current pe­
riod. Some uncertainties, for example those relating to 
the realization of assets (collectibility of accounts receiv-
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able, ultimate recovery of deferred costs or realizability 
of inventories or other assets), would not qualify for prior 
period adjustment treatment, since economic events sub­
sequent to the date of the financial statements must of 
necessity enter into the elimination of any previously- 
existing uncertainty. Therefore, the effects of such mat­
ters are considered to be elements in the determination 
of net income for the period in which the uncertainty is 
eliminated. Thus, the Board believes that prior period 
adjustments will be rare.
.24 A change in the application of accounting prin­
ciples may create a situation in which retroactive appli­
cation is appropriate. In such situations, these changes 
should receive the same treatment as that for prior period 
adjustments. Examples are changes in the basis of pre­
paring consolidated financial statements or in the basis of 
carrying investments in subsidiaries (e.g., from cost to the 
equity method).
Disclosure of Prior Period Adjustments and 
Restatements of Reported Net Income
.25 When prior period adjustments are recorded, the 
resulting effects (both gross and net of applicable income 
tax) on the net income of prior periods should be disclosed 
in the annual report for the year in which the adjustments 
are made.3 When financial statements for a single period 
only are presented, this disclosure should indicate the ef­
fects of such restatement on the balance of retained earn­
ings at the beginning of the period and on the net income 
of the immediately preceding period. When financial state­
ments for more than one period are presented, which is 
ordinarily the preferable procedure,4 the disclosure should 
include the effects for each of the periods included in the 
statements. Such disclosures should include the amounts 
of income tax applicable to the prior period adjustments. 
Disclosure of restatements in annual reports issued sub­
sequent to the first such post-revision disclosure would 
ordinarily not be required.
3 The Board recommends disclosure, in addition, in interim reports 
issued during that year subsequent to the date of recording the adjustments.
4 See section 2041, C om parative Financial S tatem ents.
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Historical Summaries of Financial Data
.26 It has became customary for business entities to 
present historical, statistical-type summaries of financial 
data for a number of periods—commonly five or ten years. 
The Board recommends that the format for reporting ex­
traordinary items described in paragraph .19 be used in 
such summaries. The Board further recommends that, 
whenever prior period adjustments have been recorded 
during any of the periods included therein, the reported 
amounts of net income (and the components thereof), as 
well as other affected items, be appropriately restated, 
with disclosure in the first summary published after the 
adjustments.
Capital Transactions
.27 The Board reaffirms the conclusion of the for­
mer committee on accounting procedure that the following 
should be excluded from the determination of net income 
or the results of operations under all circumstances: (a) 
adjustments or charges or credits resulting from transac­
tions in the company’s own capital stock,5 (b) transfers 
to and from accounts properly designated as appropriated 
retained earnings (such as general purpose contingency 
reserves or provisions for replacement costs of fixed as­
sets) and (c) adjustments made pursuant to a quasi­
reorganization.
Illustrative Statements
.28 Examples of financial statements illustrating ap­
plications of the Board’s conclusions appear in section 
2010A. The illustrative income statements are prepared 
in “ single-step” form. The “ multi-step” form is also ac­
ceptable. Regardless of the form used, the income state­
ment should disclose revenues (sales), and the elements 
mentioned in paragraph .19 above should be clearly dis­
closed in the order there indicated.
II— COMPUTATION AND REPORTING 
OF EARNINGS PER SHARE 
INTRODUCTION
.29 Statistical presentations of periodic “ net income 
per share,” “ net loss per share” or “ earnings per share”
5 See section 5542, Profits or Losses on Treasury Stock.
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are commonly used in prospectuses, proxy material and 
annual reports to stockholders, and in the compilation of 
business earnings data for the press, statistical services 
and other publications.6 When presented in conjunction 
with formal financial statements for a number of periods, 
such information can be useful, together with other data, 
in evaluating the past operating performance of a busi­
ness entity and attempting to form an opinion as to its 
future potential.
OPINION
General
.30 The Board believes that earnings per share data 
are most useful when furnished in conjunction with a state­
ment of income. Accordingly, the Board strongly rec­
ommends that earnings per share be disclosed in the 
statement of income.
.31 It is the Board’s opinion that the reporting of 
per share data should disclose amounts for (a) income be­
fore extraordinary items, (b) extraordinary items, if any,
(less applicable income tax) and (c) net income—the total 
of (a) and (b). (See paragraph .19—Part I.) The Board 
believes that not only will this reporting format increase 
the usefulness of the reports of results of operations of 
business entities, but that it will also help to eliminate 
the tendency of many users to place undue emphasis on 
one amount reported as earnings per share. Illustrative 
examples of various methods of disclosure of per share 
data are included in section 2010A.
Computations for Single Periods
General
.32 When used without qualification, earnings per 
share refers to the amount of earnings applicable to each 
share of common stock or other residual security outstand­
ing.7 When more than one class of common stock is out­
standing, or when an outstanding security has participating *
6 See paragraph .04.
7 When, as occasionally occurs in business combinations, an agreement 
exists to issue additional shares at a future date without additional con­
sideration and without other significant conditions precedent (such as the 
attainment of specified levels of earnings), such shares are normally 
reflected in the balance sheet. These shares should be considered as out­
standing for purposes of computing per share earnings data.
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dividend rights with the common stock, or when an out­
standing security clearly derives a major portion of its 
value from its conversion rights or its common stock char­
acteristics, such securities should he considered “ residual 
securities” and not “ senior securities” for purposes of 
computing earnings per share. Appropriate consideration 
should be given to any senior dividend rights or interest 
relating to such securities, and to any participation pro­
visions. (See also paragraph .48.) In order to compute 
earnings per share properly, consideration should be given 
to shares outstanding which are senior to the common 
stock, and to changes in the common and senior shares 
during the period. Procedures for doing so are outlined 
below. The term common, when used in this and subse­
quent paragraphs, includes “ residual securities” as de­
fined above.
Treatment of Senior Shares Outstanding
.33 The term earnings per share should not be used 
with respect to outstanding shares of senior securities (e.g., 
preferred stock) in view of their limited dividend rights.
In such cases it is often informative to show the number 
of times or the extent to which the dividend requirements 
of senior securities have been earned (“ earnings cover­
age” ), but such information should not be designated as 
earnings per share.
.34 The claims of senior shares on earnings should 
be deducted from net income (and also from income be­
fore extraordinary items, if an amount therefor appears 
in the statement) before computing per share amounts 
applicable to residual securities. Therefore, in arriving 
at earnings applicable to common stock, provision should 
be made for cumulative preferred dividends for the pe­
riod, whether or not earned. (In the case of a net loss, 
the amount of the loss should be increased by any cumu­
lative preferred dividends for the period.) When cumu­
lative preferred dividends are in arrears, the per share 
and aggregate amounts thereof should be disclosed. When 
preferred dividends are cumulative only if earned, no ad­
justment of this type is required, except to the extent of 
income available therefor. When preferred dividends are 
in no way cumulative, only the amount of such dividends
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declared during the period should be deducted. In all 
cases, the effect that has been given to dividend rights of 
senior securities in arriving at the earnings per share of 
residual securities should be disclosed.
Changes in Common or Senior Shares During the Period
.35 The computation of earnings per share should 
be based on the weighted average number of shares out­
standing during the period. Minor increases and decreases 
in the number of common shares outstanding during the 
period may be disregarded; under these conditions, the 
computation may be based on the number of common shares 
outstanding at the end of the period. For purposes of de­
termining the number of shares outstanding, reacquired 
shares (including treasury stock) should be excluded. Ma­
jor increases or decreases should be taken into considera­
tion as discussed below.
.36 When common shares are issued to acquire a busi­
ness in a transaction which is accounted for as a purchase, 
the computation should be based on a weighted average 
of the shares outstanding during the period. When a busi­
ness combination is accounted for as a pooling of inter­
ests, the computation should be based on the aggregate 
of the weighted average outstanding shares of the con­
stituent businesses (adjusted to equivalent shares of the 
surviving business) determined in accordance with the pro­
visions herein. This difference in treatment reflects the 
fact that, in a purchase, the results of operations of the 
acquired business are included in the statement of income 
only from the date of acquisition; whereas, in a pooling 
of interests, the results of operations are combined for the 
entire period. In the case of reorganizations, the compu­
tations should be based on an analysis of the particular 
transaction according to the criteria contained herein.
.37 Wh en senior stock or debt is converted into com­
mon stock during a period, earnings per share should be 
based on a weighted average of the number of shares out­
standing during the period. Use of a weighted average 
makes unnecessary any adjustments with respect to inter­
est or other related factors. Dividends on preferred stock 
applicable to the period prior to conversion should be han­
dled in accordance with paragraph .34 above. Supple-
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mentary pro forma computations of earnings per share, 
showing what the earnings would have been if the con­
version had taken place at the beginning of the period, 
should be furnished if the effect of conversion is mate­
rial, as outlined in paragraph .40 below.
.38 When the number of shares outstanding increases 
as a result of a stock dividend or stock split,8 or decreases 
as a result of a reverse split, without significant proceeds 
or disbursements, the computation should give retroactive 
recognition to an appropriate equivalent change in capi­
tal structure for the entire period. When a decrease in the 
number of shares outstanding results from acquisition of 
treasury stock or from a transaction other than a reverse 
split, the computation should be based on a weighted aver­
age of the number of shares outstanding during the period.
Changes in Common or Senior Shares after Close of Period
.39 When changes in common stock due to stock splits 
or reverse splits take place after the close of the period 
hut before completion and issuance of the financial report, 
the per share computations should be based on the new 
number of shares, on a pro forma basis, since the reader’s 
primary interest is presumed to be related to the current 
capitalization. Similar considerations apply to stock divi­
dends, although a relatively small stock dividend may be 
disregarded. When per share computations reflect changes 
in the number of shares after the close of the period, this 
fact should be disclosed. It is usually not satisfactory 
to show two amounts of earnings per share under these 
circumstances.
.40 When senior stock or debt is converted into com­
mon stock after the close of the period but before comple­
tion and issuance of the financial report, supplementary 
pro forma computations of earnings per share, showing 
what the earnings would have been if the conversion had 
taken place at the beginning of the latest period, should be 
furnished if the effect is material. In making these com­
putations, dividends paid on the senior securities converted 
should not be deducted from the historical net income for 
the period; interest and related expenses on the debt con­
verted, less applicable income tax, should be added to the
8 See section 5561, Stock Dividends and Stock Split-Ups.
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historical net income of the period. The bases of these 
supplementary computations should be disclosed.
.41 Occasionally a sale of common stock for cash is 
scheduled to occur after the close of the period but before 
completion and issuance of the financial report. When a 
portion or all of the proceeds of the sale are to be used to 
retire preferred stock or debt, supplementary pro forma 
computations of earnings per share should be furnished 
to show what the earnings would have been for the latest 
period if the retirement had taken place at the beginning 
of that period, if the effect is material. The average num­
ber of shares outstanding to be used in the computation 
should include those whose proceeds are to be used to re­
tire the preferred stock or debt. The basis of these sup­
plementary computations should be disclosed.
Contingent Changes and Dilution9
.42 Under certain circumstances, earnings per share 
may be subject to dilution in the future if existing con­
tingencies permitting issuance of common shares eventuate. 
Such circumstances include contingent changes resulting 
from the existence of (a) outstanding senior stock or debt 
which is convertible into common shares, (b) outstanding 
stock options, warrants or similar agreements and (c) 
agreements for the issuance of common shares for little 
or no consideration upon the satisfaction of certain con­
ditions (e.g., the attainment of specified levels of earn­
ings following a business combination). If such potential 
dilution is material, supplementary pro forma computa­
tions of earnings per share should be furnished, showing 
what the earnings would be if the conversions or con­
tingent issuances took place. The Board strongly rec­
ommends that such per share data be disclosed in the 
statement of income. The methods of computation should 
follow those outlined in the preceding paragraphs. When 
increased earnings levels are a condition of issuance, as 
in (c) above, such earnings should be given appropriate 
recognition in the computation of potential dilution. (See 
also paragraph .48.)
9 Paragraphs .42 and .43 do not apply to securities which, because of their 
characteristics, are accorded the treatments described in paragraph .32 or in 
note 7 thereto.
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.43 The fact that the relationship between current 
market and conversion prices makes conversion or other 
contingent issuance unlikely in the foreseeable future is 
not sufficient basis for omission of the disclosure of the pro 
forma earnings per share data described in paragraph .42. 
Disclosure of the current conditions would, nonetheless, 
normally be desirable.
Computations for Two or More Periods (Including Historical, 
Statistical-Type Summaries in Annual Reports to Stockholders)
.44 The criteria governing the computations of earn­
ings per share for two or more periods, while generally 
conforming with those outlined above for single periods, 
vary somewhat depending on the nature and purpose of 
the presentation in which they appear. Variations in the 
capitalization structure of the entity during the periods 
may have substantial effects on earnings per share, and 
comparisons of such data without adequate explanations 
may tend to be misleading. Furthermore, unless such earn­
ings statistics are presented in conjunction with financial 
statements and with other historical information, the use­
fulness of per share data in evaluating the past operating 
performance of a business entity and attempting to form 
an opinion as to its future potential is limited.
.45 Annual reports to stockholders are generally con­
sidered to be primarily historical in nature. Thus, al­
though a trend has developed in recent years to include 
statistical-type summaries of financial data for a number 
of years, the main emphasis in the financial statements 
themselves has been on the results of the broad business 
activities of the entity during the current year as com­
pared with those of the immediately preceding year. Ac­
cordingly, the computations of earnings per share in annual 
reports to stockholders, whether related to the formal fi­
nancial statements in comparative form for two years or 
to the historical summaries covering a period of years, 
should usually be based on the capitalization structure ex­
isting during each period. The computation for each year 
should therefore follow the criteria outlined in paragraphs 
.32 through .43 above. The principal exception to this prac­
tice of avoiding retroactive recomputations for changes in 
the capitalization structure occurs when a pooling of in-
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terests has occurred. Since the earnings of the pooled en­
tities are combined for all periods, the capital structure 
used to compute earnings per share for all periods should 
reflect appropriate recognition of the securities issued in 
the pooling transaction. Other exceptions to this treat­
ment are the result of (a) stock splits or reverse splits, and
(b) stock dividends, including those in recurring small per­
centages which in the aggregate become material during 
the periods involved. In these situations the methods out­
lined in paragraphs .38 and .39 above should be followed 
for all of the periods involved. When changes in the capi­
talization structure of the types described in paragraphs 
.40 and .41 above occur after the close of the last period, 
or when contingencies exist (see paragraphs .42 and .43), 
supplementary pro forma computations for the latest pe­
riod, as a minimum, should be furnished.
.46 In those cases in which net income of a prior 
period has been restated as a result of a prior period adjust­
ment during the current period, any earnings per share 
data should be based on the restated amount of net income. 
The effect of the restatement, expressed in per share terms, 
should be disclosed.
.47 The Board recommends that management be 
guided by the methods outlined in paragraphs .44, .45 and 
.46 herein for computing and reporting earnings per share 
in historical, statistical-type summaries contained in an­
nual reports to stockholders.
Other
.48 The Board recognizes that it is impracticable, in 
this section, to discuss all the possible conditions and cir­
cumstances under which it may be necessary or desirable 
to compute earnings per share. However, when situations 
not expressly covered in this section occur, they should 
be dealt with in accordance with the guidelines and criteria 
outlined herein. Such determinations require careful con­
sideration of all the facts, and the exercise of judgment. 
The resulting earnings per share data should reflect a 
realistic evaluation of all the attendant circumstances. In 
all unusual cases, the basis of the computations should be 
disclosed.
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Dividends Per Share
.49 Dividends constitute historical facts and usually 
are so reported. However, in certain cases, such as those 
affected by stock dividends or splits or reverse splits, the 
presentation of dividends per share should be made in 
terms of the current equivalent of the number of shares 
outstanding at the time of the dividend, so that dividends 
per share and earnings per share will be stated on a com­
parable basis. A disclosure problem exists in presenting 
data as to dividends per share following a pooling of in­
terests. If the dividend policies of the constituent companies 
were different, a combination of dividends declared may be 
misleading, even though the per share data are expressed 
in shares of the continuing company. In such cases, it is  
usually preferable to disclose the dividends declared per 
share by the principal constituent and to disclose, in ad­
dition, either the amount per equivalent share or the total 
amount for each period for the other constituent, with 
appropriate explanations of the circumstances. When divi­
dends per share are presented on other than an historical 
basis, the basis of presentation should be disclosed.
Illustrative Statements
.50 Examples illustrating the inclusion of per share 
data in financial statements in accordance with the Board’s 
recommendations are shown in section 2010A.
APB Accounting Principles § 2010.50
1030
Section 2010A
Reporting the Results of 
Operations—Illustrative 
Statements
EXHIBITS
.01 The following examples illustrate the treatment 
of extraordinary items and prior period adjustments in 
financial statements. The format of the statements is illus­
trative only, and does not necessarily reflect a preference by 
the Accounting Principles Board for the format or for the 
intermediate captions shown. See Part I of section 2010— paragraph .19 as to certain final captions. The statements do not include customary disclosures, such as the amount 
of depreciation expense for the period, which are not con­
sidered pertinent to the subject matter of section 2010. The illustrative examples, in comparative form, are as 
follow s:
Exhibit
Statement of Income and Retained Earnings A
Statement of Income B
Statement of Retained Earnings C
Statement of Income—Five Years D
Disclosures of Per Share Data When Senior 
Securities Are Outstanding or Material Po­
tential Dilution Exists E
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.02 EXHIBIT A
STATEMENT OF INCOME AND RETAINED EARNINGS 
Years Ended December 31 , 1967 and December 31 , 1966
1967 1966 
(Note 2)
Net sa le s___________________ $84,580,000 $75,650,000
Other incom e_______________ 80,000 100,000
Cost and expenses—
84,660,000 75,750,000
Cost of goods sold._________
Selling, general and adminis­trative expenses ..................
60,000,000
5,000,000
55,600,000
4,600,000
Interest expense __________ 100,000 100,000
Other deductions _.................. 80,000 90,000
Income ta x _______________ 9,350,000 7,370,000
Income before extraordinary
74,530,000 67,760,000
Extraordinary items, net of applicable income tax of
10,130,000 7,990,000
$1,880,000 in 1967 (Note 1)...... (2,040,000) (1,280,000)
Net Income ___ _____________
Retained earnings at beginning of year—
8,090,000 6,710,000
As previously reported_____ 28,840,000 25,110,000Adjustments (Note 2)_____ (3,160,000) (1,760,000)
As restated_______________ 25,680,000 23,350,000
33,770,000 30,060,000
Cash dividends on common stock-$.75 per share----------------- 4,380,000 4,380,000
Retained earnings at end of year
Per share of common stock— 
Income before extraordinary
$29,390,000 $25,680,000
items __________________Extraordinary items, net of $1.73 $1.37tax ------------------------------- (.34) (.22)
Net incom e_______________ $1.39   $1.15
Notes for Exhibits A and B are on page 1032. 
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.03 EXHIBIT B
STATEMENT OF INCOME
Years Ended December 31 , 1967 and December 31, 1966
1967 1966
(Note 2)
Net sa les_______________ ____ $84,580,000 $75,650,000
Other income ________________ 80,000 100,000
84,660,000 75,750,000
Cost and expenses—
Cost of goods sold-------------- 60,000,000 55,600,000
Selling, general and adminis­
trative expenses_________
Interest expense----------------
Other deductions----------------
Income ta x _______________
5,000,000
100,000
80,000
9,350,000
4,600,000 
100,000
90,000
7,370,000
74,530,000 67,760,000
Income before extraordinary 
items (per share: 1967—$1.73; 
1966—$1.37) ______________ 10,130,000 7,990,000
Extraordinary items, less appli­
cable income tax in 1967 (Note 
1) (per share: 1967—$(.34); 
1966—$(.22)) _____________ (2,040,000) (1,280,000)
Net income (per share: 1967— 
$1.39; 1966—$1.15) _______ $ 8,090,000 $ 6,710,000
Note 1
During 1967 the Company sold one of its plants at a net loss of 
$2,040,000, after applicable income tax reduction of $1,880,000. During 
1966 the Company sold an investment in marketable securities at a loss of 
$1,280,000, with no income tax effect.
Note 2
The balance of retained earnings at December 31, 1966 has been re­
stated from amounts previously reported to reflect a retroactive charge of 
$3,160,000 for additional income taxes settled in 1967. Of this amount, 
$1,400,000 ($.24 per share) is applicable to 1966 and has been reflected 
as an increase in tax expense for that year, the balance (applicable to years 
prior to 1966) being charged to retained earnings at January 1, 1966.
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.04 EXHIBIT C
STATEMENT OF RETAINED EARNINGS 
Years Ended December 31 , 1967 and December 31, 1966
1967 1966
Retained earnings at beginning of
year—
As previously reported_____ $28,840,000 $25,110,000
Adjustments (Note 2)______ (3,160,000) (1,760,000)
As restated _______  _____ 25,680,000 23,350,000
Net incom e...... .................. . ...... 8,090,000 6,710,000
33,770,000 30,060,000
Cash dividends on common stock-
$.75 per share_____________ 4,380,000 4,380,000
Retained earnings at end of year $29,390,000 $25,680,000
(See accompanying notes appearing on Statement of Income, Exhibit B.)
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.06 EXHIBIT E
DISCLOSURES OF PER SHARE DATA WHEN SENIOR 
SECURITIES ARE OUTSTANDING OR 
MATERIAL POTENTIAL DILUTION EXISTS
Senior Securities Outstanding
When senior securities are outstanding, per share data 
are preferably shown in the format illustrated in Exhibit A, 
that is, in a table at the bottom of the income statement and 
not against the captions of the statement itself. The pre­
ferred method is illustrated below:
Per share earnings applicable to common stock 
(Note X)
Earnings before extraordinary items... $1.23 $ .87 Extraordinary items, net of tax.___  (.34) (.22)
Earnings applicable to common stock $ .89 $ .65
Note X
Per share data are based on the average num­ber of common shares outstanding during each year, after recognition of the dividend require­ments ($2,920,000) on the 5% preferred stock.
Material Potential Dilution Exists— Convertible Preferred Stock
Under these conditions, the basic and supplementary 
per share data are preferably shown at the bottom of the 
income statement, as in Exhibit A, with an additional note, 
as follows:
Per share earnings applicable to common stock 
(Note X)
Earnings before extraordinary items... $1.23 $ .87 Extraordinary items, net of tax.___  (.34) (.22)
Earnings applicable to common stock $ .89 $ .65
Pro forma per share of common stock, reflecting 
conversion (Note Y)
Income before extraordinary items._ $ .99 $ .78Extraordinary items, net of tax___  (.20) (.12)
Net incom e______________________  $ .79 $ .66
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Note X
Per share data are based on the average num­ber of common shares outstanding during each year, after recognition of the dividend require­ments ($2,920,000) on the 5% preferred stock.
Note Y
The pro forma per share data are based on the assumption that the outstanding 5% preferred shares were converted into common shares at the conversion ratio in effect at December 31, 1967, reflecting the 4,380,000 shares issuable on conver­sion and eliminating the preferred dividend re­quirements.
M aterial Potential Dilution Exists— Convertible Debt,
No Preferred Stock
Under these conditions, the basic and supplementary 
per share data are preferably shown at the bottom of the 
income statement, as in Exhibit A, with an additional note, 
as follows:
Per share of common stock
Income before extraordinary items...... $1.73 $1.37Extraordinary items, net of tax.___  (.34) (.22)
Net incom e______________________  $1.39 $1.15
Pro forma per share of common stock, reflecting 
conversion (Note M)
Income before extraordinary items__ $1.53 $1.21Extraordinary items, net of tax.___  (.31) (.19)
Net incom e______________________ $1.22 $1.02
Note M
The pro forma per share data are based on the assumption that the 5½% convertible debentures outstanding at December 31, 1967 were converted into common shares at the conversion rate in effect at that date, reflecting the 800,000 shares issuable on conversion and eliminating the related interest on the convertible debentures (less applicable in­come tax) of $50,000.
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Section 2021
Statement of Source and 
Application of Funds
Issue date, unless 
otherwise indicated: 
October, 1963
INTRODUCTION
.01 Increased attention has been given in recent years 
in the United States to what has generally come to be 
known as “ Flow of Funds Analysis.” For several years 
the Board of Governors of the Federal Reserve System  
has published quarterly and annual statistics in the Fed­
eral Reserve Bulletin showing the flow of funds in the 
economy. The Flow-of-Funds National Accounts of the 
Federal Reserve Board have joined the National Income 
Accounts of the Department of Commerce as important 
tools of national fiscal and monetary policy. Management, 
analysts, and investors have also become increasingly aware 
of the value of this aspect of financial reporting for the 
individual corporation.
.02 Accountants have long prepared statements of 
source and application of funds for management, which are 
in fact reports on the flow of funds in individual companies.
These statements have often been presented in annual re­
ports. The concept of “ funds” used in these statements has 
varied somewhat in practice, and variations in the concept 
have resulted in variations in the nature of the statements.
For example, “ funds” has sometimes been interpreted to 
mean cash or its equivalent; in such cases the resulting 
statement of source and application of funds is a state­
ment of cash receipts and disbursements. The most common 
concept of “ funds” has, however, been that of working 
capital, i.e., current assets less current liabilities. If the 
definition is applied literally, the resulting statement in­
cludes only those transactions which affect the current 
assets or the current liabilities. A broader interpretation 
identifies “ funds” as all financial resources arising from
§ 2021.02APB Accounting Principles
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transactions with parties external to the business enter­
prise.1
.03 The Accounting Principles Board has considered 
the matter of reporting the flow of funds of a business en­
terprise. Certain aspects of this matter are referred to in 
this section, including (1) the importance of information 
about the flow of funds, (2) the essential features of the 
flow of a company’s funds from a reporting standpoint, and
(3) the distinction between information regarding flow of 
funds and information regarding net income.
.04 Information about the sources from which a com­
pany obtains funds and the uses to which such funds are 
put may be useful for a variety of purposes affecting both 
operating and investment decisions. Some of this informa­
tion is evident from the financial statements. The state­
ment of source and application of funds is helpful because 
it  presents other information which ordinarily cannot be 
obtained from the financial statements and because it 
presents articulated information about the flow of funds.
A statement of source and application of funds cannot sup­
plant the income statement, but it  can provide a useful 
and significant summary of certain transactions which, 
taken by themselves, have meaning, namely those affecting 
the flow of funds.
.05 The chart on page 1203, prepared by Arthur Dahl­
berg, President of the U. S. Economies Corporation, shows 
the sources and uses of business funds in the United States.
A fundamental feature of the source and application of 
funds shown by the chart is that all funds come either ex­
ternally from borrowing or issuing equity securities or in­
ternally from revenues. Another characteristic is that 
the funds made available by revenues are classifiable in 
two distinct ways. Funds equal to the net income after 
deducting dividends paid to shareholders are added to 
the resources of the business and are available for any 
purpose. Funds equal to the sum of depreciation, depletion,
1 Examples of different uses of the term “funds” are found in “ ‘Cash 
Flow’ Analysis and the Funds Statement,” by Perry Mason, Accounting Research Study No. 2, published by the American Institute of CPAs in Nov.
1961, pp. 51-56. This study contains numerous examples of other aspects 
of these statements. (Accounting research studies are not statements of 
this Board or of the Institute but are published for the purpose of stimulat­
ing discussion on accounting issues.)
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Source and Uses of Corporate Funds for Non-Financial Business Firms 
Average Year 1950— 1959 
(Billions of Dollars)
Source : Federal Reserve Board, Flow of Funds in the United Sta te s
From Robinson's Understanding Profits.
Copyright 1961, D. Van Nostrand Company Inc., Princeton, N. J.
APB Accounting Principles § 2021.05
1204 Financial Statement Presentation
and similar charges are also added to the resources of 
the business by revenues because such items, although prop­
erly deducted as operating expenses in the computation of 
net income, require no current outlay of funds. They repre­
sent a partial recovery, through revenues, of funds previ­
ously spent for fixed assets and are, therefore, analytically 
related to current expenditure for renewals and replace­
ments of such assets.
.06 In recent years a new concept (or more correctly, 
an old concept with a new name) has become increasingly 
important in the analysis of the flow of funds. The term 
“ cash flow” has been used to refer to a variety of concepts, 
but its most common meaning in financial literature, and 
to a lesser extent in accounting literature, is the same as 
“ funds derived from operations” in a statement of source 
and application of funds. It is often defined as “ net income 
plus depreciation,” or “ net income before deducting depre­
ciation, depletion, amortization, etc.” Synonyms which are 
sometimes used include “ cash earnings,” “ cash income,” 
and ‘‘cash throw-off.’’
.07 Many of the comments made in connection with 
“ cash flow” analysis leave the reader with the. erroneous 
impression that “ cash flow” or “ cash earnings” is superior 
to net income as a measure of a company’s real earning 
power. Calculations of the Price/Cash Flow ratio are 
sometimes made and presented as a substitute for or supple­
ment to the Price/Earnings ratio in evaluating a company’s 
stock. The amount of “ cash flow” or the “ cash flow per 
share” has often been presented in the president’s letter, 
the financial review, or the statistical section of the annual 
report of a corporation apart from or in the absence of 
a complete statement of source and application of funds 
in the report. In other words, there has been a growing 
tendency on the part of some people to single out one of 
the items on the statement of source and application of 
funds, thereby implying that this figure is more important 
than other information regarding the flow of funds and 
often carrying the implication that “ net income plus depre­
ciation” is the best measure of the company’s profitability.
There is a strong implication running through the com­
ments in the literature, including those in the annual re­
§ 2021.06 ©  1968, American Institute of Certified Public Accountants, Inc.
Statement of Source and Application of Funds 1205
ports of some corporations, that the total “ cash flow” can 
be considered available for the payment of dividends.2
OPINION
.08 The Board believes that a statement of source and 
application of funds should be presented as supplementary 
information in financial reports. The inclusion of such 
information is not mandatory, and it is optional as to 
whether it should be covered in the report of the inde­
pendent accountant.
.09 The concept of “ funds” underlying the prepara­
tion of a statement of source and application of funds should 
be consistent with the purpose of the statement. In the 
case of statements prepared for presentation in annual re­
ports, a concept broader than that of working capital should 
be used which can be characterized or defined as “ all fi­
nancial resources,” so that the statement will include the 
financial aspects of all significant transactions, e.g., “ non­
fund” transaction such as the acquisition of property 
through the issue of securities.
.10 Types of transactions reflected in the statement 
of source and application of funds may vary substantially 
in relative importance from one period to another. As a 
result, consistency of arrangement of items from period to 
period and uniformity of arrangement as between report­
ing enterprises are of less significance than in the case of 
the balance sheet or income statement. In a statement of 
source and application of funds it is desirable to disclose 
and to emphasize the more important financial events of 
the period covered by the statement. Related items should 
be shown together when the result contributes to the clarity 
of the statement, and less important items should be com­
bined. Significant changes in individual current assets and 
current liabilities should be shown as separate items when­
ever they are not otherwise adequately disclosed in the 
financial statements; changes in the other current items 
may then be combined and shown as a single amount.
.11 The title of a statement of this type should be as 
descriptive as possible and need not be the same in all *
2 For illustrations of these practices, see the sections, “Use of Cash 
Flow Concept in Financial Literature,” pp. 4-15, and “Presentation of Cash 
Flow Data in Annual Reports,” pp. 16-29, in Accounting Research Study No. 2.
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cases. “ Statement of Resources Provided and Applied’’ 
and “ Statement of Source and Application of Funds” are 
examples of appropriate titles. Of the various forms of 
the statement, the preferred one follows the common prac­
tice of beginning with the funds derived from operations 
(net income plus or minus “ nonfund” adjustments), the 
calculation being shown either at the beginning of the 
statement or in a footnote.
.12 Both increases and decreases in capital stock 
(other than stock dividends or splits), in noncurrent lia­
bilities, and in noncurrent assets should he shown where the 
amounts are material. The proceeds from an issue of securi­
ties should appear as a separate source of funds. Where 
significant in amount, the proceeds from the sale of property 
should be disclosed and shown separately from property 
acquisitions.
.13 The presentation of comparative and consolidated 
statements of source and application of funds should con­
form to the policies adopted for the basic financial state­
ments. A statement of source and application of funds 
which is cumulative for a period of years is sometimes pre­
pared in addition to the statement for the current year, 
and is often helpful in furnishing a broad review of the 
financial activities over a period of time.
.14 Whether or not a cash distribution to share­
holders is a return of capital or a distribution of earnings 
can he determined only by comparing the distribution with 
the amount of retained earnings available. No generaliza­
tion or conclusion can be drawn as to the significance of 
of the “ cash flow” without reference to the entire flow of 
funds as reflected in the complete statement of source and 
application of funds. Adding back depreciation provisions 
to show the total funds generated from operations can be 
misleading unless the reader of financial statements keeps 
in mind that the renewal and replacement of productive 
facilities require substantial “ cash outflow,” which may 
well exceed the depreciation provisions. The “ funds de­
rived from operations” (cash flow) is one, but only one, of 
the important items in the statement, and its significance 
can be determined only by relating it to the other items.
§ 2021.12 ©  1968, American Institute of Certified Public Accountants, Inc.
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.15 The amount of funds derived from operations can­
not be considered as a substitute for or an improvement 
upon properly determined net income as a measure of re­
sults of operations and the consequent effect on financial 
position. Misleading implications can result from isolated 
statistics in annual reports of “ cash flow” which are not 
placed in proper perspective to net income figures and to 
a complete analysis of source and application of funds. 
“ Cash flow” and related terms should not be used in an­
nual reports in such a way that the significance of net 
income is impaired, and “ cash earnings” or other terms 
with a similar connotation should be avoided. The Board 
regards computations of “ cash flow per share” as mislead­
ing since they ignore the impact of cash expenditures for 
renewal and replacement of facilities and tend to down­
grade the significant economic statistic of “ earnings per 
share.”
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Section 2031
Current Assets and 
Current Liabilities
Issue date, unless 
otherwise indicated:
June, 1953
.01 The working capital of a borrower has always 
been of prime interest to grantors of credit; and bond 
indentures, credit agreements, and preferred stock agree­
ments commonly contain provisions restricting corporate 
actions which would effect a reduction or impairment of 
working capital. Many such contracts forego precise or 
uniform definitions and merely provide that current assets 
and current liabilities shall be determined in accordance 
with generally accepted accounting principles. Considerable 
variation and inconsistency exist, however, with respect 
to their classification and display in financial statements.
In this section the committee discusses the nature of cur­
rent assets and current liabilities with a view toward a 
more useful presentation thereof in financial statements.
.02 The committee believes that, in the past, defini­
tions of current assets have tended to be overly concerned 
with whether the assets may be immediately realizable.
The discussion which follows takes cognizance of the tend­
ency for creditors to rely more upon the ability of debtors 
to pay their obligations out of the proceeds of current op­
erations and less upon the debtor’s ability to pay in case of 
liquidation. It should be emphasized that financial state­
ments of a going concern are prepared on the assumption 
that the company will continue in business. Accordingly, 
the views expressed in this section represent a departure 
from any narrow definition or strict one year interpretation 
of either current assets or current liabilities; the objective 
is to relate the criteria developed to the operating cycle of 
a business.
.03 Financial position, as it is reflected by the records 
and accounts from which the statement is prepared is 
revealed in a presentation of the assets and liabilities of the
§ 2031.03APB Accounting Principles
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enterprise. In the statements of manufacturing, trading, 
and service enterprises these assets and liabilities are gen­
erally classified and segregated; if they are classified logi­
cally, summations or totals of the current or circulating 
or working assets, hereinafter referred to as current assets, 
and of obligations currently payable, designated as current 
liabilities, will permit the ready determination of working 
capital. Working capital, sometimes called net working 
capital, is represented by the excess of current assets over 
current liabilities and identifies the relatively liquid por­
tion of total enterprise capital which constitutes a margin 
or buffer for meeting obligations within the ordinary oper­
ating cycle of the business. If the conventions of account­
ing relative to the identification and presentation of 
current assets and current liabilities are made logical and 
consistent, the amounts, bases of valuations, and composi­
tion of such assets and liabilities and their relation to the 
total assets or capital employed will provide valuable data 
for credit and management purposes and afford a sound 
basis for comparisons from year to year. It is recognized 
that there may be exceptions, in special cases, to certain of 
the inclusions and exclusions as set forth in this section. 
When such exceptions occur they should be accorded the 
treatment merited in the particular circumstances under 
the general principles outlined herein.
.04 For accounting purposes, the term current assets 
is used to designate cash and other assets or resources 
commonly identified as those which are reasonably expected 
to be realized in cash or sold or consumed during the normal 
operating cycle of the business. Thus the term comprehends 
in general such resources as (a) cash available for current 
operations and items which are the equivalent of cash;
(b) inventories of merchandise, raw materials, goods in 
process, finished goods, operating supplies, and ordinary 
maintenance material and parts; (c) trade accounts, notes, 
and acceptances receivable; (d) receivables from officers, 
employees, affiliates, and others, if collectible in the ordi­
nary course of business within a year; (e) instalment or 
deferred accounts and notes receivable if they conform gen­
erally to normal trade practices and terms within the 
business; (f) marketable securities representing the invest­
ment of cash available for current operations; and (g) pre-
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paid expenses such as insurance, interest, rents, taxes, 
unused royalties, current paid advertising service not yet 
received, and operating supplies. Prepaid expenses are not 
current assets in the sense that they will be converted into 
cash but in the sense that, if not paid in advance, they would 
require the use of current assets during the operating cycle.
.05 The ordinary operations of a business involve a 
circulation of capital within the current asset group. Cash 
is expended for materials, finished parts, operating sup­
plies, labor, and other factory services, and such expendi­
tures are accumulated as inventory cost. Inventory costs, 
upon sale of the products to which such costs attach, are 
converted into trade receivables and ultimately into cash 
again. The average time intervening between the acqui­
sition of materials or services entering this process and 
the final cash realization constitutes an operating cycle.
A one-year time period is to be used as a basis for the 
segregation of current assets in cases where there are 
several operating cycles occurring within a year. However, 
where the period of the operating cycle is more than twelve 
months, as in, for instance, the tobacco, distillery, and lum­
ber businesses, the longer period should be used. Where a 
particular business has no clearly defined operating cycle, 
the one-year rule should govern.
.06 This concept of the nature of current assets con­
templates the exclusion from that classification of such 
resources as: (a) cash and claims to cash which are re­
stricted as to withdrawal or use for other than current 
operations, are designated for expenditure in the acquisi­
tion or construction of noncurrent assets, or are segre­
gated 1 for the liquidation of long-term debts; (b) invest­
ments in securities (whether marketable or not) or advances 
which have been made for the purposes of control, affiliation, 
or other continuing business advantage; (c) receivables 
arising from unusual transactions (such as the sale of capi­
tal assets, or loans or advances to affiliates, officers, or em­
ployees) which are not expected to be collected within
1 Even though not actually set aside in special accounts, funds that are 
clearly to be used in the near future for the liquidation of long-term debts, 
payments to sinking funds, or for similar purposes should also, under this 
concept, be excluded from current assets. However, where such funds are 
considered to offset maturing debt which has properly been set up as a 
current liability, they may be included within the current asset classification.
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twelve months; (d) cash surrender value of life insurance 
policies; (e) land and other natural resources; (f) depre­
ciable assets; and (g) long-term prepayments which are 
fairly chargeable to the operations of several years, or de­
ferred charges such as unamortized debt discount and 
expense, bonus payments under a long-term lease, costs 
of rearrangement of factory layout or removal to a new 
location, and certain types of research and development 
costs.
.07 The term current liabilities is used principally to 
designate obligations whose liquidation is reasonably ex­
pected to require the use of existing resources properly 
classifiable as current assets, or the creation of other cur­
rent liabilities. As a balance-sheet category, the classifica­
tion is intended to include obligations for items which 
have entered into the operating cycle, such as payables in­
curred in the acquisition of materials and supplies to be 
used in the production of goods or in providing services 
to be offered for sale; collections received in advance of the 
delivery of goods or performance of services;2 and debts 
which arise from operations directly related to the operating 
cycle, such as accruals for wages, salaries, commissions, 
rentals, royalties, and income and other taxes. Other lia­
bilities whose regular and ordinary liquidation is expected 
to occur within a relatively short period of time, usually 
twelve months, are also intended for inclusion, such as 
short-term debts arising from the acquisition of capital 
assets, serial maturities of long-term obligations, amounts 
required to be expended within one year under sinking 
fund provisions, and agency obligations arising from the 
collection or acceptance of cash or other assets for the 
account of third persons.3
2 Examples of such current liabilities are obligations resulting from 
advance collections on ticket sales, which will normally be liquidated in the 
ordinary course of business by the delivery of services. On the contrary, 
obligations representing long-term deferments of the delivery of goods or 
services would not be shown as current liabilities. Examples of the latter 
are the issuance of a long-term warranty or the advance receipt by a lessor 
of rental for the final period of a ten-year lease as a condition to execution 
of the lease agreement.
3 Loans accompanied by pledge of life insurance policies would be 
classified as current liabilities when, by their terms or by intent, they are 
to be repaid within twelve months. The pledging of life insurance policies 
does not affect the classification of the asset any more than does the pledg­
ing of receivables, inventories, real estate, or other assets as collateral for 
a short-term loan. However, when a loan on a life insurance policy is
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.08 This concept of current liabilities would include 
estimated or accrued amounts which are expected to be 
required to cover expenditures within the year for known 
obligations (a) the amount of which can be determined 
only approximately (as in the case of provisions for accru­
ing bonus payments) or (b) where the specific person or per­
sons to whom payment will be made cannot as yet be 
designated (as in the case of estimated costs to be incurred 
in connection with guaranteed servicing or repair of prod­
ucts already sold). The current liability classification, 
however, is not intended to include a contractual obligation 
falling due at an early date which is expected to be re­
funded,4 or debts to be liquidated by funds which have 
been accumulated in accounts of a type not properly classi­
fied as current assets, or long-term obligations incurred to 
provide increased amounts of working capital for long 
periods. When the amounts of the periodic payments of 
an obligation are, by contract, measured by current trans­
actions, as for example by rents or revenues received in 
the case of equipment trust certificates or by the depletion 
of natural resources in the case of property obligations, 
the portion of the total obligation to be included as a cur­
rent liability should be that representing the amount accrued 
at the balance-sheet date.
.09 The amounts at which various current assets are 
carried do not always represent their present realizable 
cash values. Accounts receivable net of allowances for 
uncollectible accounts, and for unearned discounts where 
unearned discounts are considered, are effectively stated 
at the amount of cash estimated as realizable. However, 
practice varies with respect to the carrying basis for cur­
rent assets such as marketable securities and inventories. 
In the case of marketable securities where market value is 
less than cost by a substantial amount and it is evident 
that the decline in market value is not due to a mere 
temporary condition, the amount to be included as a cur­
rent asset should not exceed the market value. The basis
obtained from the insurance company with the intent that it will not be 
paid but will be liquidated by deduction from the proceeds of the policy 
upon maturity or cancellation, the obligation should be excluded from cur­
rent liabilities.
4 There should, however, be full disclosure that such obligation has 
been omitted from the current liabilities and a statement of the reason for 
such omission should be given. Cf. note 1.
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for carrying inventories is stated in section 5121.15. It 
is important that the amounts at which current assets are 
stated he supplemented by information which reveals, for 
temporary investments, their market value at the balance- 
sheet date, and for the various classifications of inventory 
items, the basis upon which their amounts are stated and, 
where practicable, indication of the method of determining 
the cost—e.g., average cost, first-in first-out, last-in first- 
out, etc.
.10 Unearned discounts (other than cash or quantity 
discounts and the like), finance charges and interest in­
cluded in the face amount of receivables should be shown 
as a deduction from the related receivables. [As amended, 
effective for fiscal periods beginning after December 31, 
1965, by APB Opinion No. 6.]
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Offsetting Securities Against 
Taxes Payable
Section 2032
Effective for fiscal periods 
beginning after December 
31, 1966
.01 It is a general principle of accounting that the 
offsetting of assets and liabilities in the balance sheet is 
improper except where a right of setoff exists. Accord­
ingly, the offset of cash or other assets against the tax 
liability or other amounts owing to governmental bodies is 
not acceptable except in the circumstances described in 
paragraph .03 below.
.02 Most securities now issued by governments are 
not by their terms designed specifically for the payment of 
taxes and, accordingly, should not be deducted from taxes 
payable on the balance sheet.
.03 The only exception to this general principle oc­
curs when it is clear that a purchase of securities (accept­
able for the payment of taxes) is in substance an advance 
payment of taxes that will be payable in the relatively near 
future, so that in the special circumstances the purchase 
is tantamount to the prepayment of taxes. This occurs 
at times, for example, as an accommodation to a local 
government and in some instances when governments issue 
securities that are specifically designated as being accept­
able for the payment of taxes of those governments.
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Comparative Financial 
Statements
1351
Section 2041
Issue date, unless 
otherwise indicated: 
June, 1953
.01 The presentation of comparative financial state­
ments in annual and other reports enhances the usefulness 
of such reports and brings out more clearly the nature and 
trends of current changes affecting the enterprise. Such 
presentation emphasizes the fact that statements for a 
series of periods are far more significant than those for a 
single period and that the accounts for one period are hut 
an instalment of what is essentially a continuous history.
.02 In any one year it is ordinarily desirable that the 
balance sheet, the income statement, and the surplus state­
ment be given for one or more preceding years as well as 
for the current year. Footnotes, explanations, and account­
ants’ qualifications which appeared on the statements for 
the preceding years should be repeated, or at least referred 
to, in the comparative statements to the extent that they 
continue to be of significance. If, because of reclassifica­
tions or for other reasons, changes have occurred in the 
manner of or basis for presenting corresponding items for 
two or more periods, information should be furnished which 
will explain the change. This procedure is in conformity 
with the well recognized principle that any change in prac­
tice which affects comparability should be disclosed.
.03 It is necessary that prior-year figures shown for 
comparative purposes be in fact comparable with those 
shown for the most recent period, or that any exceptions 
to comparability be clearly brought out.
.04 Circumstances vary so greatly that it is not prac­
ticable to deal here specifically with all situations. The 
independent accountant should, however, make very clear 
what statements are included within the scope of his report.
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Capital Changes
Effective for fiscal periods 
beginning after December 
31, 1967, unless otherwise 
indicated
.01 Section 2010.06 states that “ The statement of 
income and the statement of retained earnings (separately 
or combined) are designed to reflect, in a broad sense, the 
‘results of operations’.” Section 2010.27 states that certain 
capital transactions “ . . . should be excluded from the 
determination of net income or the results of operations 
under all circumstances.,, Companies generally have re­
ported the current year’s changes in stockholders’ equity 
accounts other than retained earnings in separate state­
ments or notes to the financial statements when presenting 
both financial position and results of operations for one 
or more years. A question has arisen as to whether, because 
of the language of section 2010, changes in stockholders’ 
equity accounts other than retained earnings are required 
to be reported.
.02 When both financial position and results of op­
erations are presented, disclosure of changes in the separate 
accounts comprising stockholders’ equity (in addition to 
retained earnings) and of the changes in the number of 
shares of equity securities during at least the most recent 
annual fiscal period and any subsequent interim period 
presented is required to make the financial statements 
sufficiently informative. Disclosure of such changes may 
take the form of separate statements or may be made in 
the basic financial statements or notes thereto.
Section 2042
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Disclosure of Depreciable 
Assets and Depreciation
Effective for fiscal periods 
beginning after December 
3 1 ,  1967, unless otherwise 
indicated
.01 Disclosure of the total amount of depreciation 
expense entering into the determination of results of 
operations has become a general practice. The balances 
of major classes of depreciable assets are also generally 
disclosed. Practice varies, however, with respect to dis­
closure of the depreciation method or methods used.
.02 Because of the significant effects on financial 
position and results of operations of the depreciation 
method or methods used, the following disclosures should 
he made in the financial statements or in notes thereto:
a. Depreciation expense for the period,
b. Balances of major classes of depreciable assets, by 
nature or function, at the balance-sheet date,
c. Accumulated depreciation, either by major classes 
of depreciable assets or in total, at the balance- 
sheet date, and
d. A general description of the method or methods 
used in computing depreciation with respect to 
major classes of depreciable assets.
Section 2043
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Classification and Disclosure 
of Allowances
Effective for fiscal periods 
beginning after December 
31, 1967, unless otherwise 
indicated
.01 Although it is generally accepted that accumu­
lated allowances for depreciation and depletion and asset 
valuation allowances for losses such as those on receivables 
and investments should be deducted from the assets to 
which they relate, there are instances in which these al­
lowances are shown among liabilities or elsewhere on the 
credit side of the balance sheet.
.02 It is the Board’s opinion that such allowances 
should be deducted from the assets or groups of assets to 
which the allowances relate, with appropriate disclosure.
Section 2044
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Consolidated Financial 
Statements
Section 2051
Issue date, unless 
otherwise indicated: 
August, 1959
.01 Earned surplus of a subsidiary company created 
prior to acquisition does not form a part of the consolidated 
earned surplus of the parent company and subsidiaries; 
nor can any dividend declared out of such surplus properly 
be credited to the income account of the parent company.1
PURPOSE OF CONSOLIDATED STATEMENTS
.02 The purpose of consolidated statements is to 
present, primarily for the benefit of the shareholders and 
creditors of the parent company, the results of operations 
and the financial position of a parent company and its 
subsidiaries essentially as if  the group were a single com­
pany with one or more branches or divisions. There is a 
presumption that consolidated statements are more mean­
ingful than separate statements and that they are usually 
necessary for a fair presentation when one of the companies 
in the group directly or indirectly has a controlling financial 
interest in the other companies.
CONSOLIDATION POLICY
.03 The usual condition for a controlling financial 
interest is ownership of a majority voting interest, and, 
therefore, as a general rule ownership by one company, 
directly or indirectly, of over fifty per cent of the out­
standing voting shares of another company is a condition 
pointing toward consolidation. However, there are ex­
ceptions to this general rule. For example, a subsidiary 
should not be consolidated where control is likely to be 
temporary, or where it does not rest with the majority 
owners (as, for instance, where the subsidiary is in legal
1The above rule was adopted by the membership of the Institute in 
1934. It had been recommended in 1932 to the New York Stock Exchange 
by the Institute’s committee on cooperation with stock exchanges.
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reorganization or in bankruptcy). There may also be 
situations where the minority interest in the subsidiary is 
so large, in relation to the equity of the shareholders of the 
parent in the consolidated net assets, that the presentation 
of separate financial statements for the two companies 
would be more meaningful and useful. However, the fact 
that the subsidiary has a relatively large indebtedness to 
bondholders or others is not in itself a valid argument for 
exclusion of the subsidiary from consolidation. (Also, see 
section 1081 for the treatment of foreign subsidiaries.)
.04 In deciding upon consolidation policy, the aim 
should be to make the financial presentation which is most 
meaningful in the circumstances. The reader should be 
given information which is suitable to his needs, but he 
should not be burdened with unnecessary detail. Thus, 
even though a group of companies is heterogeneous in 
character, it may be better to make a full consolidation 
than to present a large number of separate statements. On 
the other hand, separate statements or combined statements 
would be preferable for a subsidiary or group of subsid­
iaries if  the presentation of financial information concern­
ing the particular activities of such subsidiaries would 
be more informative to shareholders and creditors of the 
parent company than would the inclusion of such subsid­
iaries in the consolidation. For example, separate state­
ments may be required for a subsidiary which is a bank 
or an insurance company and may be preferable for a fi­
nance company where the parent and the other subsidiaries 
are engaged in manufacturing operations.
.05 The Board is of the opinion that, in the prepara­
tion of consolidated financial statements, the accounts of 
all subsidiaries (regardless of when organized or acquired) 
whose principal business activity is leasing property or 
facilities to their parents or other affiliates should be con­
solidated. The Board believes that the “ equity” method, 
referred to in paragraph .22, which directs its emphasis 
primarily to recognizing results of operations of the enter­
prise as a whole, is not adequate for fair presentation in 
the case of these subsidiaries because of the significance 
of their assets and liabilities to the consolidated financial
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position of the enterprise.2 [Effective for fiscal periods 
beginning after December 31, 1966—APB Opinion No. 10.]
.06 A difference in fiscal periods of a parent and a 
subsidiary does not of itself justify the exclusion of the 
subsidiary from consolidation. It ordinarily is feasible 
for the subsidiary to prepare, for consolidation purposes, 
statements for a period which corresponds with or closely 
approaches the fiscal period of the parent. However, 
where the difference is not more than about three months, 
it usually is acceptable to use, for consolidation purposes, 
the subsidiary’s statements for its fiscal period; when this 
is done, recognition should be given by disclosure or other­
wise to the effect of intervening events which materially 
affect the financial position or results of operations.
.07 Consolidated statements should disclose the con­
solidation policy which is being followed. In most cases 
this can be made apparent by the headings or other in­
formation in the statements, but in other cases a footnote 
is required.
CONSOLIDATION PROCEDURE GENERALLY
.08 In the preparation of consolidated statements, 
intercompany balances and transactions should be elim­
inated. This includes intercompany open account balances, 
security holdings, sales and purchases, interest, dividends, 
etc. As consolidated statements are based on the assump­
tion that they represent the financial position and operating 
results of a single business enterprise, such statements 
should not include gain or loss on transactions among the 
companies in the group. Accordingly, any intercompany 
profit or loss on assets remaining within the group should 
be eliminated; the concept usually applied for this purpose 
is gross profit or loss. (See also paragraph .19.) However, 
in a regulated industry where a parent or subsidiary 
manufactures or constructs facilities for other companies *
2 The Board is giving further consideration to the accounting treatment 
of lease transactions. In the meantime, it has deferred expressing an opinion 
on the inclusion in consolidated financial statements of companies organized 
in connection with leasing transactions in which the equity interest, usually 
nominal at the time of organization, is held by third parties, but in which 
the principal lessee, through options or by similar devices, possesses or has 
the power to obtain the economic benefits of ownership from the lease 
arrangements. (This deferment does not affect the applicability of section 5351.12.)
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in the consolidated group, the foregoing is not intended to 
require the elimination of intercompany profit to the extent 
that such profit is substantially equivalent to a reasonable 
return on investment ordinarily capitalized in accordance 
with the established practice of the industry.
ELIMINATION OF INTERCOMPANY INVESTMENTS
.09 Where the cost to the parent of the investment in 
a purchased3 subsidiary exceeds the parent’s equity in the 
subsidiary’s net assets at the date of acquisition, as shown 
by the books of the subsidiary, the excess should be dealt 
with in the consolidated balance sheet according to its 
nature. In determining the difference, provision should 
be made for specific costs or losses which are expected to 
be incurred in the integration of the operations of the 
subsidiary with those of the parent, or otherwise as a result 
of the acquisition, if  the amount thereof can be reasonably 
determined. To the extent that the difference is considered 
to be attributable to tangible assets and specific intangible 
assets, such as patents, it should be allocated to them. Any 
difference which cannot be so applied should be shown 
among the assets in the consolidated balance sheet under 
one or more appropriately descriptive captions. When the 
difference is allocated to depreciable or amortizable assets, 
depreciation and amortization policies should be such as 
to absorb the excess over the remaining life of related 
assets. For subsequent treatment of intangibles, see sec­
tion 5141.
.10 In general, parallel procedures should be followed 
in the reverse type of case. Where the cost to the parent 
is less than its equity in the net assets of the purchased 
subsidiary, as shown by the books of the subsidiary at the 
date of acquisition, the amount at which such net assets 
are carried in the consolidated statements should not exceed 
the parent’s cost. Accordingly, to the extent that the 
difference, determined as indicated in paragraph .09 is 
considered to be attributable to specific assets, it should 
be allocated to them, with corresponding adjustments of 
the depreciation or amortization. In unusual circumstances 
there may be a remaining difference which it would be *
3 See section 1091 for the difference in treatment between a purchase 
and a pooling of interests.
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acceptable to show in a credit account, which ordinarily 
would be taken into income in future periods on a reason­
able and systematic basis. A procedure sometimes followed 
in the past was to credit capital surplus with the amount 
of the excess; such a procedure is not now considered 
acceptable.
.11 The earned surplus or deficit of a purchased4 
subsidiary at the date of acquisition by the parent should 
not be included in consolidated earned surplus.
.12 When one company purchases two or more blocks 
of stock of another company at various dates and eventually 
obtains control of the other company, the date of acquisition 
(for the purpose of preparing consolidated statements) 
depends on the circumstances. If two or more purchases 
are made over a period of time, the earned surplus of the 
subsidiary at acquisition should generally be determined on 
a step-by-step basis; however, if  small purchases are made 
over a period of time and then a purchase is made which 
results in control, the date of the latest purchase, as a 
matter of convenience, may be considered as the date of 
acquisition. Thus there would generally be included in 
consolidated income for the year in which control is ob­
tained the postacquisition income for that year, and in 
consolidated earned surplus the postacquisition income of 
prior years, attributable to each block previously acquired. 
For example, if a 45% interest was acquired on October 1, 
1957 and a further 30% interest was acquired on April 1, 
1958, it would be appropriate to include in consolidated 
income for the year ended December 31, 1958, 45% of the 
earnings of the subsidiary for the three months ended 
March 31, and 75% of the earnings for the nine months 
ended December 31, and to credit consolidated earned 
surplus in 1958 with 45% of the undistributed earnings of 
the subsidiary for the three months ended December 31, 
1957.
.13 When a subsidiary is purchased during the year, 
there are alternative ways of dealing with the results of 
its operations in the consolidated income statement. One
4 See section 1091 for the difference in treatment between a purchase 
and a pooling of interests.
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method, which usually is preferable, especially where there 
are several dates of acquisition of blocks of shares, is to 
include the subsidiary in the consolidation as though it 
had been acquired at the beginning of the year, and to 
deduct at the bottom of the consolidated income statement 
the preacquisition earnings applicable to each block of 
stock. This method presents results which are more indica­
tive of the current status of the group, and facilitates future 
comparison with subsequent years. Another method of 
prorating income is to include in the consolidated statement 
only the subsidiary’s revenue and expenses subsequent to 
the date of acquisition.
.14 Where the investment in a subsidiary is disposed 
of during the year, it may be preferable to omit the details 
of operations of the subsidiary from the consolidated in­
come statement, and to show the equity of the parent in 
the earnings of the subsidiary prior to disposal as a sep­
arate item in the statement.
.15 Shares of the parent held by a subsidiary should 
not be treated as outstanding stock in the consolidated 
balance sheet.
MINORITY INTERESTS
.16 The amount of intercompany profit or loss to be 
eliminated in accordance with paragraph .08 is not affected 
by the existence of a minority interest. The complete 
elimination of the intercompany profit or loss is consistent 
with the underlying assumption that consolidated state­
ments represent the financial position and operating results 
of a single business enterprise. The elimination of the 
intercompany profit or loss may be allocated proportion­
ately between the majority and minority interests.
.17 In the unusual case in which losses applicable to 
the minority interest in a subsidiary exceed the minority 
interest in the equity capital of the subsidiary, such excess 
and any further losses applicable to the minority interest 
should be charged against the majority interest, as there 
is no obligation of the minority interest to make good such 
losses. However, if future earnings do materialize, the 
majority interest should be credited to the extent of such 
losses previously absorbed.
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INCOME TAXES
.18 When separate income tax returns are filed, in­
come taxes usually are incurred when earnings of sub­
sidiaries are transferred to the parent. Where it is 
reasonable to assume that a part or all of the undistributed 
earnings of a subsidiary will be transferred to the parent 
in a taxable distribution, provision for related income taxes 
should be made on an estimated basis at the time the 
earnings are included in consolidated income, unless these 
taxes are immaterial in amount when effect is given, for 
example, to dividend-received deductions or foreign-tax 
credits. There is no need to provide for income tax to the 
parent company in cases where the income has been, or 
there is evidence that it will be, permanently invested by 
the subsidiaries, or where the only likely distribution would 
be in the form of a tax-free liquidation.
.19 If income taxes have been paid on intercompany 
profits on assets remaining within the group, such taxes 
should be deferred. [As amended, effective for fiscal periods 
beginning after December 31 , 1967, by APB Opinion No. 11.]
STOCK DIVIDENDS OF SUBSIDIARIES
.20 Occasionally, subsidiary companies capitalize 
earned surplus arising since acquisition, by means of a stock 
dividend or otherwise. This does not require a transfer 
to capital surplus on consolidation, inasmuch as the re­
tained earnings in the consolidated financial statements 
should reflect the accumulated earnings of the consolidated 
group not distributed to the shareholders of, or capitalized 
by, the parent company.
UNCONSOLIDATED SUBSIDIARIES IN 
CONSOLIDATED STATEMENTS * 5
.21 Paragraph .02 states that “ There is a presump­
tion that consolidated statements . . . are usually
necessary for a fair presentation when one of the companies 
in the group directly or indirectly has a controlling financial 
interest in the other companies.’’ The usefulness of con­
solidated financial statements has been amply demonstrated
by the widespread acceptance of this form of financial *
_______________________________________________________________________________  
5 As amended, effective for fiscal periods beginning after December 31, 
1966, by APB Opinion No. 10.
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reporting. A research study on the broader subject of 
accounting for intercorporate investments is now in process 
which will encompass the matters covered in this section. 
Pending consideration of that study the Board has adopted 
the following conclusions.
.22 If, in consolidated financial statements, a do­
mestic subsidiary is not consolidated,6 the Board’s opinion 
is that, unless circumstances are such as those referred to 
in paragraph .03, the investment in the subsidiary should 
be adjusted for the consolidated group’s share of accumu­
lated undistributed earnings and losses since acquisition.7 
This practice is sometimes referred to as the “ equity” 
method. In reporting periodic consolidated net income, 
the earnings or losses of the unconsolidated domestic sub­
sidiary (or group of subsidiaries) should generally be 
presented as a separate item.8 The amount of such earnings 
or losses should give effect to amortization, if appropriate, 
of any difference between the cost of the investment and 
the equity in net assets at date of acquisition and to any 
elimination of intercompany gains or losses that would 
have been made had the subsidiary been consolidated. If 
desired, dividends received by members of the consolidated 
group from the unconsolidated subsidiary may be shown 
parenthetically or by footnote. (See also paragraph .25, 
which relates to disclosure of assets and liabilities of un­
consolidated subsidiaries.)
6 An accounting research study on the subject of foreign investments 
and operations is in process. The Board has deferred consideration of 
the treatment of foreign subsidiaries in consolidated financial statements 
until the study is published. In the meantime, the provisions of section 
1081 continue in effect.
The Board has also deferred consideration of the treatment of 
jointly owned (50 per cent or less) companies pending completion of the 
study on accounting for intercorporate investments.
7 Cumulative undistributed earnings at the effective date (fiscal periods 
beginning after December 31, 1966) should be reflected, with a correspond­
ing adjustment of retained earnings, and reported as a prior period ad­
justment resulting from a retroactive change in the application of an 
accounting principle; where the results of operations of prior periods would 
be materially affected, they should be restated. See section 2010.24.
8 Extraordinary items and prior period adjustments may require 
treatment in accordance with section 2010 if, on a consolidated basis, such 
items would be material in relation to consolidated net income. Thus, 
consolidated income before extraordinary items and consolidated net income 
would be the same as if the unconsolidated subsidiary were fully 
consolidated.
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.23 Except for domestic unconsolidated subsidiaries 
of the type referred to in paragraph .22, for which the 
equity method of accounting is required, there are two 
methods of dealing with unconsolidated subsidiaries in 
consolidated statements. Whichever method is adopted 
should be used for all such unconsolidated subsidiaries, 
subject to appropriate modification in special circum­
stances. The preferable method, in the view of the com­
mittee, is to adjust the investment through income currently 
to take up the share of the controlling company or com­
panies in the subsidiaries’ net income or net loss, except 
where the subsidiary was excluded because of exchange 
restrictions or other reasons which raise the question of 
whether the increase in equity has accrued to the credit of 
the group.9 The other method, more commonly used at 
present, is to carry the investment at cost, and to take up 
income as dividends are received; however, provision 
should be made for any material impairment of the invest­
ment, such as through losses sustained by the subsidiaries, 
unless it is deemed to be temporary. When the latter 
method is followed, the consolidated statements should dis­
close, by footnote or otherwise, the cost of the investment 
in the unconsolidated subsidiaries, the equity of the con­
solidated group of companies in their net assets, the divi­
dends received from them in the current period, and the 
equity of the consolidated group in their earnings for the 
period; this information may be given in total or by 
individual subsidiaries or groups of subsidiaries.
.24 Whichever method of dealing with unconsolidated 
subsidiaries is followed, if there is a difference between the 
cost of the investment and the equity in net assets at the 
date of acquisition, appropriate recognition should be given 
to the possibility that, had the subsidiaries been consoli­
dated, part of such difference would have been reflected in  
adjusted depreciation or amortization. Also, appropriate 
recognition should be given to the necessity for an adjust­
ment for intercompany gains or losses on transactions with 
unconsolidated subsidiaries. If sales are made to uncon­
solidated subsidiaries and the investment in the subsidiaries 
is carried at cost plus the equity in undistributed earnings,
9 Supra.
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an elimination of unrealized intercompany gains and losses 
should be made to the same extent as if the subsidiaries 
were consolidated. The same applies where intercompany 
sales are made by the unconsolidated subsidiaries. If, 
however, the investment is carried at cost, it is not neces­
sary to eliminate the intercompany gain on sales to such 
subsidiaries, if the gain on the sales does not exceed the 
unrecorded equity in undistributed earnings of the uncon­
solidated subsidiaries. If such gain is material, it should 
be appropriately disclosed. Where the sales are made by 
the unconsolidated subsidiaries to companies included in 
the consolidated group, the intercompany gains or losses 
should be eliminated in arriving at the amount of the equity 
in the undistributed earnings of the unconsolidated sub­
sidiaries which will be disclosed in a footnote or otherwise. 
(See paragraph .23.)
.25 Where the unconsolidated subsidiaries are, in the 
aggregate, material in relation to the consolidated financial 
position or operating results, summarized information as 
to their assets, liabilities and operating results should be 
given in the footnotes or separate statements should be 
presented for such subsidiaries, either individually or in 
groups, as appropriate.
COMBINED STATEMENTS
.26 To justify the preparation of consolidated state­
ments, the controlling financial interest should rest directly 
or indirectly in one of the companies included in the 
consolidation. There are circumstances, however, where 
combined financial statements (as distinguished from con­
solidated statements) of commonly controlled companies 
are likely to be more meaningful than their separate state­
ments. For example, combined financial statements would 
be useful where one individual owns a controlling interest 
in several corporations which are related in their opera­
tions. Combined statements would also be used to present 
the financial position and the results of operations of a 
group of unconsolidated subsidiaries. They might also be 
used to combine the financial statements of companies 
under common management.
.27 Where combined statements are prepared for a 
group of related companies, such as a group of uncon-
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solidated subsidiaries or a group of commonly controlled 
companies, intercompany transactions and profits or losses 
should be eliminated, and if there are problems in connec­
tion with such matters as minority interests, foreign 
operations, different fiscal periods, or income taxes, they 
should be treated in the same manner as in consolidated 
statements.
PARENT-COMPANY STATEMENTS
.28 In some cases parent-company statements may be 
needed, in addition to consolidated statements, to indicate 
adequately the position of bondholders and other creditors 
or preferred stockholders of the parent. Consolidating 
statements, in which one column is used for the parent 
company and other columns for particular subsidiaries or 
groups of subsidiaries, often are an effective means of 
presenting the pertinent information.
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Section 2061
Disclosure of Supplemental 
Financial Information by 
Diversified Companies
Issue date, unless 
otherwise indicated: 
September, 1967
STATEMENT OF THE ACCOUNTING PRINCIPLES BOARD
INTRODUCTION
.01 Increasing attention is being given to the question 
of whether published reports of conglomerate companies 
should contain supplemental financial information con­
cerning the activities of those segments of the business 
which are clearly separable into different industry lines.
The term conglomerate is used popularly to describe a 
company that diversifies into distinctly different industries 
by acquisition or merger. The Board believes, however, 
that there is little distinction between industry diversifi­
cation which arises by this method and industry diversifi­
cation resulting from a company’s own internal develop­
ment and expansion efforts. All of these companies will 
be referred to in this statement by the more descriptive 
term diversified companies.
.02 Disclosure of financial data relating to separable 
industry activities of a diversified company has not been 
considered essential for fair presentation of financial posi­
tion and results of operations in conformity with generally 
accepted accounting principles. The Board recognizes, 
however, that financial reporting practices are not static 
and should be responsive to changes in the business en­
vironment. The increase in industry diversification by 
business enterprises is one aspect of the changing business 
environment which indicates a need for reexamination of 
financial reporting practices.
.03 The Board believes it should consider financial 
reporting by diversified companies. Presently the Financial
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Executives Research Foundation is conducting a compre­
hensive study on this subject, some interested organizations 
are releasing “ position” papers and other organizations 
are publishing views of individual authors. Upon comple­
tion and evaluation of these research activities and further 
study as may be deemed appropriate, the Board intends to 
issue a definitive pronouncement on the subject.
BACKGROUND
.04 Unlike earlier merger movements, which were 
largely characterized as horizontal (companies joining with 
others in the same or related businesses) or vertical (com­
panies joining with their suppliers or distributors into more 
integrated enterprises), the current merger activity has 
produced a significant number of business combinations 
which are neither horizontal nor vertical. Instead they 
represent the bringing together of companies in industries 
which are unrelated, or only slightly related.
.05 Many companies, also, have accomplished indus­
try diversification through internally generated activities, 
including the acquisition in some cases of comparatively 
small companies in other industries as a means of obtaining 
specialized industry knowledge. Some companies have 
broken away from an industry pattern with which they 
were previously identified and have entered entirely differ­
ent fields to reduce dependence on a single market.
NEEDS OF THE INVESTOR AND HIS ADVISORS
.06 Another major development has been the signifi­
cant growth in the number of investors, as well as the 
growth in number of companies whose shares are publicly 
traded. Prominent in this growth has been the substantial 
increase in securities held by institutional investors (mu­
tual funds, pension funds, insurance companies, founda­
tions, etc.) with an increased emphasis on the role of the 
financial analyst. Analysts have frequently asserted the 
need for information concerning revenues and operating 
results of segments of diversified companies and have re­
quested that it be furnished when it is not disclosed in  
published financial reports. These requests are a reaction 
by the analyst to the loss of corporate identification with 
a specific industry which has accompanied the development 
of complex diversified companies.
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.07 The Board recognizes that such information may 
be useful for investors in appraising the past performance 
and future risks and prospects of diversified companies.
REPORTING PROBLEMS
.08 There appear to be few practical problems in­
volved in determining sales or revenues for segments of 
a diversified company. However, determination of profit­
ability by segments in a form suitable for reporting to 
investors raises many complex problems. Reporting profit­
ability by segments may be practicable in those cases where 
the industry segments are relatively autonomous, rather 
than interdependent. There are many instances, however, 
where reporting on segments of a company’s activities 
would require many estimates, assumptions, and arbitrary 
allocations and might result in information that would 
not be meaningful and could be misleading to investors. 
This is especially true where joint costs are involved or 
arbitrary transfer prices are used between major segments 
of a company.
COMPETITIVE ASPECTS
.09 Concern has been expressed that supplemental 
financial information as to segments of the business may 
reveal valuable information to competitors and could be 
harmful to the company.
NEED FOR RESEARCH
.10 Before a definitive pronouncement can be made, 
the Board believes that substantial research is necessary 
to provide practical guidelines for determining the extent 
to which such supplemental information is, in fact:
(a) needed by investors;
(b) reliable for investment decisions;
(c) not harmful to the company (that is, its present 
shareholders); and
(d) necessary for fair presentation of financial position 
and results of operations.
INTERIM RECOMMENDATION FOR DISCLOSURE
.11 For the present, the Board urges diversified 
companies to review their own circumstances carefully
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and objectively with a view toward disclosing voluntarily 
supplemental financial information as to industry segments 
of the business.
.12 An increasing trend by diversified companies to 
disclose such information is now evident. Specific examples 
of supplemental disclosures that are being made by some 
companies at the present time are as follows:
(a) Revenues by industry activity, or type of customer
(b) Revenues and profits by separable industry seg­
ments
(c) Separate financial statements of segments of the 
business which operate autonomously and employ 
distinctly different types of capital structure, such 
as insurance or bank subsidiaries of merchandising 
or manufacturing companies
(d) Revenues by type of industry activity and type of 
customer, together with a general indication of 
the profitability of each category
(e) Information that the operations of a segment of 
the enterprise are resulting in a loss, with or with­
out disclosure of the amount of such loss.
CONCLUSION
.13 The Board believes that the experience derived 
from voluntary disclosure efforts, together with the con­
clusions to be derived from research activities and further 
study, should provide it with a sound basis for making a 
definitive pronouncement in the future on the need for, and 
extent of, disclosure of supplemental financial information 
by diversified companies.
NOTE
.14 This Statement is not an “Opinion of the Account­
ing Principles Board” as contemplated in the Special 
Bulletin, Disclosure of Departures from Opinions of the 
Accounting Principles Board, October 1964. I t  is being 
issued as a special report for the information and assistance 
of members of the Institute and others interested in the 
subject. The Board may issue similar Statements in the 
future when it appears that preliminary analyses or ob­
servations on accounting matters should be issued in ad­
vance of research and study by the Board.
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Section 4010
Unrealized Profit
Issue date, unless 
otherwise indicated: 
1934 1
.01 Unrealized profit should not be credited to in­
come account of the corporation either directly or in­
directly, through the medium of charging against such 
unrealized profits amounts which would ordinarily fall 
to be charged against income account. Profit is deemed 
to he realized when a sale in the ordinary course of busi­
ness is effected, unless the circumstances are such that 
the collection of the sale price is not reasonably assured. 
An exception to the general rule may be made in respect 
of inventories in industries (such as packing-house in­
dustry) in which owing to the impossibility of deter­
mining costs it is a trade custom to take inventories at 
net selling prices, which may exceed cost. (See section 
4020, Installment Method of Accounting, effective for fiscal 
periods beginning after December 31, 1966—APB Opinion 
No. 10.)
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1The above rule was adopted by the membership of the Institute in 
1934. It had been recommended in 1932 to the New York Stock Exchange 
by the Institute’s committee on cooperation with stock exchanges.
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Installment Method 
of Accounting
Section 4020
Effective for fiscal periods 
beginning after December 
31, 1966
.01 Section 4010 states that “ Profit is deemed to be 
realized when a sale in the ordinary course of business is 
effected, unless the circumstances are such that the collec­
tion of the sale price is not reasonably assured.” The 
Board reaffirms this statement; it believes that revenues 
should ordinarily be accounted for at the time a transac­
tion is completed, with appropriate provision for uncol­
lectible accounts. Accordingly, it concludes that, in the 
absence of the circumstances1 referred to above, the in­
stallment method of recognizing revenue is not acceptable.
 The next page is  2101.  
1The Board recognizes that there are exceptional cases where re­
ceivables are collectible over an extended period of time and, because 
of the terms of the transactions or other conditions, there is no reasonable 
basis for estimating the degree of collectibility. When such circumstances 
exist, and as long as they exist, either the installment method or the cost 
recovery method of accounting may be used. (Under the cost recovery 
method, equal amounts of revenue and expense are recognized as collections 
are made until all costs have been recovered, postponing any recognition of 
profit until that time.)
APB Accounting Principles § 4020.01
2101
Section 4031
Long-Term Construction-Type 
Contracts
Issue date, unless 
otherwise indicated: 
October, 1955
.01 This section is directed to the accounting prob­
lems in relation to construction-type contracts in the case 
of commercial organizations engaged wholly or partly in 
the contracting business. It does not deal with cost-plus- 
fixed-fee contracts, which are discussed in section 4041, 
other types of cost-plus-fee contracts, or contracts such 
as those for products or services customarily billed as 
shipped or rendered. In general the type of contract 
here under consideration is for construction of a specific 
project. While such contracts are generally carried on 
at the job site, the section would also be applicable in 
appropriate cases to the manufacturing or building of 
special items on a contract basis in a contractor’s own 
plant. The problems in accounting for construction-type 
contracts arise particularly in connection with long-term 
contracts as compared with those requiring relatively 
short periods for completion.
.02 Considerations other than those acceptable as 
a basis for the recognition of income frequently enter into 
the determination of the timing and amounts of interim  
billings on construction-type contracts. For this reason, 
income to be recognized on such contracts at the various 
stages of performance ordinarily should not be measured 
by interim billings.
GENERALLY ACCEPTED METHODS
.03 Two accounting methods commonly followed by 
contractors are the percentage-of-completion method and 
the completed-contract method.
Percentage-of-Completion Method
.04 The percentage-of-completion method recognizes 
income as work on a contract progresses. The committee
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recommends that the recognized income be that percentage 
of estimated total income, either:
(a) that incurred costs to date bear to estimated total 
costs after giving effect to estimates of costs to 
complete based upon most recent information, or
(b) that may be indicated by such other measure of 
progress toward completion as may be appropri­
ate having due regard to work performed.
Costs as here used might exclude, especially during the 
early stages of a contract, all or a portion of the cost of 
such items as materials and subcontracts if it appears 
that such an exclusion would result in a more meaningful 
periodic allocation of income.
.05 Under this method current assets may include 
costs and recognized income not yet billed, with respect 
to certain contracts; and liabilities, in most cases current 
liabilities, may include billings in excess of costs and 
recognized income with respect to other contracts.
.06 When the current estimate of total contract costs 
indicates a loss, in most circumstances provision should 
be made for the loss on the entire contract. If there is 
a close relationship between profitable and unprofitable 
contracts, such as in the case of contracts which are parts 
of the same project, the group may be treated as a unit 
in determining the necessity for a provision for loss.
.07 The principal advantages of the percentage-of- 
completion method are periodic recognition of income cur­
rently rather than irregularly as contracts are completed, 
and the reflection of the status of the uncompleted con­
tracts provided through the current estimates of costs to 
complete or of progress toward completion.
.08 The principal disadvantage of the percentage-of- 
completion method is that it is necessarily dependent upon 
estimates of ultimate costs and consequently of currently 
accruing income, which are subject to the uncertainties 
frequently inherent in long-term contracts.
Completed-Contract Method
.09 The completed-contract method recognizes income 
only when the contract is completed, or substantially so.
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Accordingly, costs of contracts in process and current 
billings are accumulated but there are no interim charges 
or credits to income other than provisions for losses. A 
contract may be regarded as substantially completed if 
remaining costs are not significant in amount.
.10 When the completed-contract method is used, it 
may be appropriate to allocate general and administrative 
expenses to contract costs rather than to periodic income.
This may result in a better matching of costs and revenues 
than would result from treating such expenses as period 
costs, particularly in years when no contracts were com­
pleted. It is not so important, however, when the contractor 
is engaged in numerous projects and in such circumstances 
it may be preferable to charge those expenses as incurred 
to periodic income. In any case there should be no excessive 
deferring of overhead costs, such as might occur if total 
overhead were assigned to abnormally few or abnormally 
small contracts in process.
.11 Although the completed-contract method does not 
permit the recording of any income prior to completion, 
provision should be made for expected losses in accordance 
with the well established practice of making provision for 
foreseeable losses. If there is a close relationship between 
profitable and unprofitable contracts, such as in the case of 
contracts which are parts of the same project, the group 
may be treated as a unit in determining the necessity for a 
provision for losses.
.12 When the completed-contract method is used, an 
excess of accumulated costs over related billings should be 
shown in the balance sheet as a current asset, and an excess 
of accumulated billings over related costs should be shown 
among the liabilities, in most cases as a current liability.
If costs exceed billings on some contracts, and billings ex­
ceed costs on others, the contracts should ordinarily be seg­
regated so that the figures on the asset side include only 
those contracts on which costs exceed billings, and those on 
the liability side include only those on which billings exceed 
costs. It is suggested that the asset item be described as 
“ costs of uncompleted contracts in excess of related bill­
ings’ ’ rather than as “ inventory’’ or “ work in process,” 
and that the item on the liability side be described as “ bill­
ings on uncompleted contracts in excess of related costs.”
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.13 The principal advantage of the completed-con­
tract method is that it is based on results as finally deter­
mined, rather than on estimates for unperformed work 
which may involve unforeseen costs and possible losses.
.14 The principal disadvantage of the completed-con­
tract method is that it does not reflect current performance 
when the period of any contract extends into more than one 
accounting period and under such circumstances it may 
result in irregular recognition of income.
Selection of Method
.15 The committee believes that in general when esti­
mates of costs to complete and extent of progress toward 
completion of long-term contracts are reasonably depend­
able, the percentage-of-completion method is preferable. 
When lack of dependable estimates or inherent hazards 
cause forecasts to be doubtful, the completed-contract 
method is preferable. Disclosure of the method followed 
should be made.
COMMITMENTS
.16 In special cases disclosures of extraordinary com­
mitments may be required, but generally commitments to 
complete contracts in process are in the ordinary course 
of a contractor’s business and are not required to be dis­
closed in a statement of financial position. They partake 
of the nature of a contractor’s business, and generally do 
not represent a prospective drain on his cash resources 
since they will be financed by current billings.
  The next page is 2151.  
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Cost-Plus-Fixed-Fee
Contracts
Section 4041
Issue date, unless 
otherwise indicated: 
June, 1953
.01 This section deals with accounting problems 
arising under cost-plus-fixed-fee contracts, hereinafter re­
ferred to as CPFF contracts.
SUMMARY STATEMENT
.02 Fees under CPFF contracts may be credited to 
income on the basis of such measurement of partial per­
formance as will reflect reasonably assured realization. One 
generally acceptable basis is delivery of completed articles. 
The fees may also be accrued as they are billable, under 
the terms of the agreements, unless such accrual is not 
reasonably related to the proportionate performance of the 
total work or services to be performed by the contractor 
from inception to completion.
.03 Where CPFF contracts involve the manufacture 
and delivery of products, the reimbursable costs and fees 
are ordinarily included in appropriate sales or other rev­
enue accounts. Where such contracts involve only services, 
or services and the supplemental erection of facilities, only 
the fees should ordinarily be included in revenues.
.04 Unbilled costs and fees under such contracts are 
ordinarily receivables rather than advances or inventory, 
but should preferably be shown separately from billed 
accounts receivable.
.05 Offsetting of government advances on CPFF con­
tracts by, or against, amounts due from the government 
on such contracts is acceptable only to the extent that the 
advances may under the terms of the agreement be offset 
in settlement, and only if that is the treatment anticipated 
in the normal course of business transactions under the 
contract. In case of offset, the amounts offset should be 
adequately disclosed.
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DISCUSSION
.06 Contracts in the CPFF form are used (a) for the 
manufacture and delivery of various products, (b) for the 
construction of plants and other facilities, and (c) for 
management and other services. Under these agreements 
contractors are reimbursed at intervals for their expendi­
tures and in addition are paid a specified fixed fee. Pay­
ments on account of the fees (less 10% or other amount 
which is withheld until completion) are made from time 
to time as specified in the agreements, usually subject to the 
approval of the contracting officer. In most cases the 
amount of each payment is, as a practical matter, deter­
mined by the ratio of expenditures made to the total esti­
mated expenditures rather than on the basis of deliveries or 
on the percentage of completion otherwise determined.
.07 The agreements provide that title to all material 
applicable thereto vests in the government as soon as the 
contractor is reimbursed for his expenditures or, in some 
cases, immediately upon its receipt by the contractor at his 
plant even though not yet paid for. The contractor has 
a custodianship responsibility for these materials, but the 
government usually has property accountability officers 
at the plant to safeguard government interests. 
.08 The contracts are subject to cancellation and ter­
mination by the government, in which event the contractor 
is entitled to reimbursement for all expenditures made and 
an equitable portion of the fixed fee.
.09 The government frequently makes advances of 
cash as a revolving fund or against the final payment due 
under the agreement.
Major Accounting Problems
.10 There are a number of basic accounting problems 
common to all CPFF contracts. This section deals with the 
four most important, which are:
(a) When should fees under such contracts be included 
in the contractor’s income statement?
(b) What amounts are to be included in sales or rev­
enue accounts?
(c) What is the proper balance-sheet classification of 
unbilled costs and fees?
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(d) What is the proper balance-sheet treatment of 
various items, debit and credit, identified with 
CPFF contracts?
(a) When should fees under such contracts be included in the con­
tractor’s income statement?
.11 It is recognized that income should be recorded 
and stated in accordance with certain accounting principles 
as to time and amount; that profit is deemed to be realized 
when a sale in the ordinary course of business is effected 
unless the circumstances are such that collection of the 
sales price is not reasonably assured; and that delivery of 
goods sold under contract is normally regarded as the test 
of realization of profit or loss.
.12 In the case of manufacturing, construction, or 
service contracts, profits are not ordinarily recognized until 
the right to full payment has become unconditional, i.e., 
when the product has been delivered and accepted, when 
the facilities are completed and accepted, or when the serv­
ices have been fully and satisfactorily rendered. This 
accounting procedure has stood the test of experience and 
should not be departed from except for cogent reasons.
.13 It is, however, a generally accepted accounting 
procedure to accrue revenues under certain types of con­
tracts and thereby recognize profits, on the basis of partial 
performance, where the circumstances are such that total 
profit can be estimated with reasonable accuracy and ulti­
mate realization is reasonably assured. Particularly where 
the performance of a contract requires a substantial period 
of time from inception to completion, there is ample prece­
dent for pro-rata recognition of profit as the work pro­
gresses, if the total profit and the ratio of the performance 
to date to the complete performance can be computed 
reasonably and collection is reasonably assured. Depending 
upon the circumstances, such partial performance may be 
established by deliveries, expenditures, or percentage of 
completion otherwise determined. This rule is frequently 
applied to long-term construction and other similar con­
tracts; it is also applied in the case of contracts involving 
deliveries in instalments or the performance of services. 
However, the rule should be dealt with cautiously and not 
applied in the case of partial deliveries and uncompleted
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contracts where the information available does not clearly 
indicate that a partial profit has been realized after making 
provision for possible losses and contingencies.
.14 CPFF contracts are much like the type of con­
tracts upon which profit has heretofore been recognized on 
partial performance, and accordingly have at least as much 
justification for accrual of fee before final delivery as those 
cited. The risk of loss is practically negligible, the total 
profit is fairly definite, and even on cancellation, pro-rata 
profit is still reasonably assured.
.15 The basic problem in dealing with CPFF contracts 
is the measure of partial performance, i.e., whether fees 
thereunder should be accrued under the established rules 
as to partial deliveries or percentage of completion other­
wise determined, or whether, in view of their peculiar 
terms with respect to part payments, the determination of 
amounts billable by continuous government audit, and the 
minimum of risk carried by the contractor, the fees should 
be accrued as they are billable.
.16 Ordinarily it is acceptable to accrue the fees as 
they become billable. The outstanding characteristic of 
CPFF contracts is reimbursement for all allowable costs, 
plus payment of a fixed fee for the contractor’s efforts. 
Delivery of the finished product may not have its usual 
legal significance because title passes to the government 
prior thereto and the contractor’s right to partial payment 
becomes unconditional in advance thereof; deliveries are 
not necessarily, under the terms of the agreement, evidence 
of the progress of the work or of the contractor’s perform­
ance. Amounts billable indicate reasonably assured reali­
zation, possibly subject to renegotiation, because of the 
absence of a credit problem and minimum risk of loss in­
volved. The fee appears to be earned when allowable costs 
are incurred or paid and the fee is billable. Finally, accrual 
on the basis of amounts billable is ordinarily not a de­
parture from existing rules of accrual on the basis of partial 
performance, but rather a distinctive application of the 
rule for determining percentage of completion.
.17 Judgment must be exercised in each case as to 
whether accrual of the fee when billable is preferable to 
accrual on the usual basis of delivery or of percentage of
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completion otherwise determined. While the approval of 
the government as to amounts billable would ordinarily 
be regarded as objective evidence, factors may exist which 
suggest an earlier or later accrual. Such factors include 
indications of substantial difference between estimated and 
final cost, as where preparatory or tooling-up costs were 
much more than estimated, raw material needs were greatly 
and unduly anticipated by advance purchases, or delays 
in delivery schedules or other circumstances suggest that 
costs are exceeding estimates. W hile such factors are nor­
mally considered by the government and billings for fees 
may be temporarily adjusted to safeguard against too early 
proportionate payment, the contractor, in accruing income, 
should also consider them, particularly when any substan­
tial lag exists between expenditures and billings and audit 
thereof. In such cases, the presumption may be that the 
fee will not be found to be billable when the charges are 
presented, and conservatism in accrual will be necessary. 
Excess costs may be indicated in some cases to such an 
extent that accrual of fee before actual production would 
be unwise. Where such a situation exists the usual rule 
of deliveries or percentage of completion may be a pref­
erable method of accruing the fee.
.18 There are further questions as to whether the fee 
may be accrued as it is billed rather than as it becomes 
billable and whether accrual should be on the basis of the 
full fee or the full fee less the amount withheld. As to 
the first question, it seems obvious that when accrual in 
relation to expenditures is otherwise suitable it should be 
on the basis of amounts billable, since such matters as cleri­
cal delays in assembling data for billing should not affect 
the income statement. As to the second question, accrual 
on the basis of 100% of the fee is ordinarily preferable 
since, while payment of the balance depends on complete 
performance, such completion is to be expected under ordi­
nary circumstances. Care must be exercised, of course, to 
provide for possible non-realization where there is doubt 
as to the collection of claimed costs or of the fee thereon.
(b) What amounts are to be included in sales o r  revenue accounts?
.19 This problem is whether sales or revenue as re­
ported in the income statement should include reimburs-
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able costs and the fee, or the fee alone. The answer to this 
question depends upon the terms of the contract and upon 
judgment as to which method gives the more useful in­
formation.
.20 Some CPFF contracts are service contracts under 
which the contractor acts solely in an agency capacity, 
whether in the erection of facilities or the management of 
operations. These appear to call for inclusion in the in­
come statement of the fee alone. In the case of supply 
contracts, however, the contractor is more than an agent. 
For instance, he is responsible to creditors for materials 
and services purchased; he is responsible to employees 
for salaries and wages; he ordinarily uses his own facili­
ties in carrying out his agreement; his position in many 
respects is that of an ordinary principal. In view of these 
facts, and the desirability of indicating the volume of his 
activities, it appears desirable to include reimbursable 
costs, as well as fees, in sales or revenues.
(c) W hat is the proper balance-sheet classification of unbilled costs 
and fee?
.21 The principal reason for the existence of unbilled 
costs at any date is the time usually required, after receipt 
of material or expenditures for labor, etc., to assemble data 
for billing. The right to bill usually exists upon expendi­
ture or accrual, and that right unquestionably represents 
a receivable rather than an advance or inventory. There 
is nevertheless a difference in character between billed 
items and unbilled costs and distinction should be made 
between them on the balance sheet.
(d) What is the proper balance-sheet treatment o f various items, debit 
and credit, identified with CPFF contracts?
.22 In statements of current assets and current lia­
bilities, amounts due to and from the same person are ordi­
narily offset where, under the law, they may be offset in 
the process of collection or payment. An advance received 
on a contract is, however, usually not offset unless it is 
definitely regarded as a payment on account of contract 
work in progress, in which event it will be shown as a de­
duction from the related asset. An advance on a CPFF 
contract usually is made for the purpose of providing a 
revolving fund and is not ordinarily applied as a partial
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payment until the contract is completed or nears comple­
tion. It therefore appears to be preferable to offset ad­
vances on CPFF contracts against receivables in connection 
with the contracts only when it is expected that the ad­
vances will be applied in payment of those particular 
charges. In any case, amounts offset should be clearly 
disclosed.
A PB Accounting Principles § 4041.22
2158
Section 4042
Renegotiation
Issue date, unless 
otherwise indicated: 
June, 1953 1
.01 This section 2 deals with certain aspects of the ac­
counting for those government contracts and subcontracts 
which are subject to renegotiation.
.02 Where such contracts constitute a substantial part 
of the business done, the uncertainties resulting from the 
possibilities of renegotiation are usually such that appro­
priate indication of their existence should be given in the 
financial statements.
.03 It is impossible to lay down general rules which 
can be applied satisfactorily in all cases. Here, as else­
where in accounting, there must be an exercise of judg­
ment which should be based on experience and on a clear 
understanding of the objective to be attained. That ob­
jective is to present the fairest possible financial state­
ments, and at the same time make clear any uncertainties 
that lim it the significance of such statements.
.04 In keeping with the established accounting prin­
ciple that provision should be made in financial statements 
for all liabilities, including reasonable estimates for lia­
bilities not accurately determinable, provision should be 
made for probable renegotiation refunds wherever the 
amount of such refunds can be reasonably estimated. Thus, 
in cases where experience of the company or of comparable 
companies with renegotiation determinations is available 
and would make a reasonable estimate practicable, pro­
vision in the income account for an estimated refund 
affecting the current year’s operations is called for. In 
cases in which a reasonable estimate cannot be made, as 
where the effect of a new or amended renegotiation act
1 The material included in this section was drawn primarily from ARB 
43, Chapter 11, Section B, Renegotiation. Paragraph 8 of that bulletin was 
superseded by APB Opinion No. 11, effective for fiscal periods beginning 
after December 31, 1967.
2 The comments in this section are considered to be applicable also to 
price redetermination estimated to result in retroactive price reduction.
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cannot be foretold within reasonable lim its or where a 
company is facing renegotiation for the first time and no 
reliable precedent is available, disclosure of the inability, 
because of these circumstances, to determine renegotiation 
effects and of the consequent uncertainties in the financial 
statements is necessary.
.05 In addition to any provision made in the ac­
counts, disclosure by footnote or otherwise may be re­
quired as to the uncertainties, their significance, and the 
basis used in determining the amount of the provision, 
such as the prior years’ experience of the contractor or 
of similar contractors if their experience is available and 
is used, renegotiation discussions relating to the current 
year, etc. Such disclosure may be helpful in informing 
shareholders or other interested persons as to the com­
pany’s status under the renegotiation law. It should also 
be recognized that, if conditions change, the results of a 
prior-year determination or settlement are not, in most 
cases, indicative of the amount probably refundable for 
the current year.
TREATMENT IN FINANCIAL STATEMENTS
.06 Provisions made for renegotiation refunds should 
be included in the balance sheet among the current lia­
bilities.
.07 Accounting treatment in the income statement 
should conform to the concept that profit is deemed to be 
realized when a sale in the ordinary course of business is 
effected, unless the circumstances are such that collection 
of the sales price is not reasonably assured.3 Renegotia­
tion refunds are commonly referred to as involving a 
refund of “ excessive profits” ; realistically, however, re­
negotiation involves an adjustment of the original con­
tract or selling price. Since a provision for renegotiation 
refund indicates that the collection, or retention, of the 
selling price is not reasonably assured, the provision 
should preferably be treated in the income statement as 
a deduction from sales. Because of the interrelationship 
of renegotiation and taxes on income, the provision for 
such taxes should then be computed accordingly. •
• See section 4010.
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RENEGOTIATION REFUNDS FOR PRIOR YEARS
.08 A further question arises where a renegotiation 
refund applicable to a particular year is made in an amount 
materially different from the provision made in the finan­
cial statements originally issued for such year. The com­
mittee recommends that the difference between the rene­
gotiation refund and the provision therefor be shown in 
the current income statement, or as a prior period ad­
justment, as appropriate. (See sections 2010.19-.23 and 
2010.25.) [As amended, effective for fiscal periods begin­
ning after December 31, 1966, by APB Opinion No. 9.]
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Section 4043
Terminated War and 
Defense Contracts
Issue date, unless 
otherwise indicated:
June, 1953
.01 This section deals with problems involved in ac­
counting for fixed-price war and defense supply contracts 
terminated, in whole or in part, for the convenience of the 
government. It does not deal specifically with terminated 
cost-plus-fixed-fee contracts nor with contracts for facili­
ties or services. However, the conclusions reached herein 
may serve as guides for the accounting applicable to such 
special contracts. Terminations for default of the contrac­
tor involve problems of a different nature and are not 
considered here.
.02 Except where the text clearly indicates otherwise, 
the term contractor is used to denote either a prime con­
tractor or a subcontractor, and the term contract to denote 
either a prime contract or a subcontract.
SUMMARY STATEMENT
.03 The profit of a contractor on a fixed-price supply 
contract terminated for the convenience of the government 
accrues as of the effective date of termination.
.04 Those parts of the termination claim which are 
reasonably determinable should be included in financial 
statements after termination; when the total of the unde­
terminable elements is believed to be material, full dis­
closure of the essential facts should be made, by footnote 
or otherwise.
.05 Under ordinary circumstances the termination 
claim should be classified as a current asset and unless 
the amount is relatively small should be separately dis­
closed.
.06 Advances received on the contract before its ter­
mination may be shown in financial statements after termi­
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nation as a deduction from the claim receivable and should 
be appropriately explained. Loans negotiated on the se­
curity of the termination claim, however, should be shown 
as current liabilities.
.07 All of the contractor’s own cost and profit ele­
ments included in the termination claim are preferably 
accounted for as a sale and if material in amount should 
be separately disclosed. The costs and expenses chargeable 
to the claim may then be given their usual classification in 
the accounts.
.08 When inventory items whose costs are included 
in the termination claim are subsequently reacquired by 
the contractor the reacquisition value of those items should 
be recorded as a purchase and applied, together with other 
disposal credits, against the termination claim receivable.
.09 So called no-cost settlements—those in which the 
contractor waives the right to make a claim—result in no 
transaction which could be reflected in sales. The costs 
applicable to the contract may be given their usual classifi­
cation in the accounts; the inventory retained should not 
be treated as a purchase but should be accounted for 
according to the usual methods and standards applicable 
to inventories.
DISCUSSION
.10 Termination of war and defense contracts for the 
convenience of the government is a means of adjusting the 
production of materials to the varying requirements of 
the military services. Since terminations transfer active 
contracts in process of execution into claims in process of 
liquidation, they, like contract renegotiations and cost-plus- 
fixed-fee contracts, may have important effects on the 
financial statements of defense contractors.
When Profit Accrues
.11 An important problem involved in accounting for 
the effect of terminations is that of determining the time 
at which profit earned on the contract should be recognized. 
This problem is similar to that described in other sections 
on renegotiation and cost-plus-fixed-fee contracts in that 
it  involves accrual at a specific date of an element of 
profit whose original measurement may be difficult and
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will require informed judgment, and whose final amount 
may not be determined until some future period.
.12 Three dates have been mentioned as dates for 
the determination of profit from terminated contracts:
(a) the effective date of termination; (b) the date of final 
settlement; and (c) some intermediate date, such as that 
on which the claim is finally prepared or filed. The effec­
tive date of termination is the date at which the contractor 
acquires the right to receive payment on the terminated 
portion of the contract. This date is also, of the three, the 
one most objectively determined.
.13 Under the accrual basis of accounting recogni­
tion is given to revenues and expenses, to the fullest extent 
possible, in the period to which they relate. Profit on a 
contract of sale is ordinarily taken into account upon de­
livery or performance. However, as stated in section 4041 
it is a generally accepted accounting procedure to accrue 
revenues under certain types of contracts, and thereby 
recognize profits, on the basis of partial performance 
where the circumstances are such that total profit can 
be estimated with reasonable accuracy and ultimate reali­
zation is reasonably assured. Thus, the accrual of profit 
under a cost-plus-fixed-fee contract is recognized as the 
fee becomes billable rather than when it is actually billed.
Upon termination of a contract the contractor acquires a 
claim for fair compensation; the government reserves the 
option of acquiring any of the inventories for which the 
contractor makes claim under the terminated contract. 
Except to effect settlements and to protect and dispose 
of property, the expenses of which are reimbursable, 
the contractor need perform no further service under a 
terminated contract in order to enforce his claim. It fol­
lows that any profit arising out of such a contract accrues at the effective date of termination and, if the amount can 
be reasonably ascertained, should be recorded at that time.
Determination of Claim
.14 Practical application of the accrual principle to 
the accounting for terminated war and defense contracts 
rests upon the possibility of making a reasonable estimate 
of the amount of the termination claim before its final 
determination by settlement. This involves two principal
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considerations: (1) whether the costs of the contractor can 
be determined with reasonable accuracy and (2) whether 
the amount of profit to he realized can be estimated closely 
enough to justify inclusion in the accounts.
.15 The various acts and regulations, including a 
statement of principles for determining costs and certain 
termination cost memorandums, describe in general terms 
the costs and expenses which are to be taken into account 
in arriving at fair compensation, as well as certain costs 
which are not allowable, and establish uniform termination 
policies and procedures.
.16 While the total claim, and particularly the profit 
allowance, is subject to negotiation, the termination arti­
cles provide for a formula settlement allowing definite per­
centages of profit based on costs in the event of the failure 
of negotiations. This in effect fixes a minimum expecta­
tion of profit allowance since the formula percentages have 
also been recognized by regulation as a basis of negoti­
ating settlement in the event of failure by the parties to 
agree on any other basis. The same regulations give other 
guides for estimating a fair profit allowance, which in some 
cases may be greater than the amount computed by the 
formula percentages. When the contractor, because of 
lack of prior negotiation experience or uncertainty as to 
the application of the principles of these regulations to a 
particular case, is unable to determine a more appropri­
ate profit allowance, he may accrue the minimum amount 
determined by the formula percentages.
.17 The profit to be included in the accounts of the 
contractor upon termination is the difference between (a) 
the amount of his recorded claim and (b) the total of the 
inventory, deferred and capitalized items, and other costs 
applicable to the terminated contract as they are currently 
included in his accounts. This profit may exceed the 
amount specified as profit in the claim because costs appli­
cable to the terminated portion of the contract may be 
allowable in the claim even though they may have been 
properly written off as incurred in prior periods.
.18 In some cases it will be impossible to make a rea­
sonable estimate of a termination claim in time for inclu­
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sion in the financial statements of the period in which the 
termination occurs. Effect may then be given in the state­
ments to those parts of the termination claim which are de­
terminable with reasonable certainty and disclosure made, 
by footnote or otherwise, of the status of the remainder.
.19 When the contractor’s claim includes items of 
known controversial nature it should be stated at the 
amount estimated to be collectible. When a particular 
termination claim or part thereof is so uncertain in amount 
that it cannot be reasonably estimated, it is preferable not 
to give effect to that part of the claim in the financial state­
ments; but if the total of such undeterminable elements is 
material, the circumstances should be disclosed in state­
ments issued before the removal of the uncertainty. In 
an extreme case involving undeterminable claims, consid­
eration should be given to delaying the issuance of finan­
cial statements until necessary data are available.
Presentation in Financial Statements
.20 Termination has the effect of converting an ac­
tive contract in process into a claim, or, from an account­
ing standpoint, from inventories and other charges into 
an account receivable. This receivable arises in the regu­
lar course of business; it is part of the working capital; 
and in view of the provisions made for financial assistance 
to the contractor during the period of termination, collec­
tion in large part may be expected within a relatively short 
time. The termination claim should therefore be classified 
as a current asset, unless there is an indication of extended 
delay, such as serious disagreement pointing to probable liti­
gation, which would exclude it from this classification.
.21 Although a claim may be composed of several 
elements representing reimbursable items of special equip­
ment, deferred charges, inventories, and other items, as 
well as claims for profit, it is preferable to record the claim 
in one account. When the total of termination claims is 
material it should be disclosed separately from other re­
ceivables. It is also desirable to segregate claims directly 
against the government from claims against other contrac­
tors where the amounts are significant.
.22 To assure adequate financial assistance to con­
tractors, the acts provide in some cases for partial pay-
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ments and in others for such payments or guaranteed loans 
from the effective date of termination until final settle­
ment. Partial payments are, of course, to be recorded as 
reductions of the termination claim receivable. Termina­
tion loans, on the other hand, are definite liabilities to third 
parties, even though guaranteed in whole or in part by 
the government, and accordingly should be shown in the 
balance sheet as liabilities, with appropriate cross-refer­
ence to the related claim or claims. When a terminated 
contract is one on which advance payments had previously 
been received, the financial statements of the contractor 
issued before final collection of the claim ordinarily should 
reflect any balance of those advances disclosed as deduc­
tions from the claim receivable.1 Financial statements is­
sued before the termination claim is recorded should 
disclose, by footnote or otherwise, the relationship of such 
liabilities to a possible termination claim receivable.
.23 Ordinarily, a termination will result in the cessa­
tion of a contractor's activity through which materials or 
services have been supplied under the contract and of the 
related transactions which have been reflected in the con­
tractor's income accounts as sales and cost elements. In 
effect, termination policies and procedures provide a basis 
upon which the contractor's costs in process may become 
the elements of a final sale under the terminated portion 
of the contract. Accordingly, the amount of the contrac­
tor's termination claim representing his cost and profit ele­
ments should be treated as a sale and the costs and expenses 
chargeable to the claim given their usual classification in 
the income statement. Because these termination sales are 
of a special type, their financial results should not be ap­
praised in the same manner as are those of regular sales and 
they should, if  material in amount, be separately disclosed 
in the income statement. Any items which the contractor 
chooses to retain without claim for cost or loss are, of 
course, not sold but remain as inventory or deferred charges 
in the contractor's accounts.
Claims of Subcontractors
.24 The term subcontractor’s claims as used in con­
nection with terminated contracts refers to those obliga-
1 See section 4041.22.
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tions of a contractor to a subcontractor which arise from 
the subcontractor’s costs incurred through transactions 
which were related to the contract terminated but did not 
result in the transfer of billable materials or services to 
the contractor before termination. Other obligations of a 
contractor to a subcontractor, arising through transactions 
by which materials or services of the subcontractor are fur­
nished or supplied to the contractor, are considered to be 
liabilities incurred in the ordinary course of business and 
are not included in the term claims of subcontractors.
.25 The termination articles provide that, following 
the termination of a contract, the contractor shall settle, 
with the approval or ratification of the contracting officer 
when necessary, all claims of subcontractors arising out of 
the termination; and that the contractor shall be paid, as 
part of his settlement, the cost of settling and paying claims 
arising out of the stoppage of work under subcontracts 
affected by the termination. While a contractor ordinarily 
is liable to his subcontractors or suppliers for such obliga­
tions, the amounts due them are an element in his termina­
tion claim and often are not paid to them until after his 
claim has been settled. He often has no control over the 
filing of subcontractors’ claims and may not know their 
amount until some time after the termination date or 
even until some time after he has filed and received pay­
ment for his own claim.
.26 The possibility that a contractor may suffer loss 
through failure to recover the amount of his liability on sub­
contractors’ claims arises principally from overcommit­
ments, errors in ordering, and similar causes. Provision 
should be made in his accounts for losses of this charac­
ter which are known or believed to be probable.
.27 Although the principle that liabilities may not be 
offset against assets in the financial statements is generally 
approved by accountants, there is no general agreement 
as to the accounting treatment to be accorded subcontrac­
tors’ claims which are expected to be fully recoverable.
To the extent that a subcontractor’s claim is considered 
to be unrecoverable no difference of opinion exists; the 
liability should be recorded and provision made for any 
contemplated loss. The difference of opinion relates to
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those subcontractors’ claims which are deemed to be fully 
recoverable.
.28 Some accountants believe that the effect of the 
various acts and regulations is to establish a relationship 
between the claims of subcontractors and the resulting 
right of the contractor under his own termination claim 
which differs from an ordinary commercial relationship and 
justifies their omission from the accounts. Recoverable 
subcontractors’ claims are thus said to be in the nature of 
contingent liabilities, which are customarily omitted from 
the accounts except where a loss is expected. Contingent 
liabilities may be disclosed in the financial statements 
without recording them as assets and liabilities, and even 
when they are recorded it is customary accounting prac­
tice to show them on the balance sheet as deductions from 
the related contingent assets so that no effect upon finan­
cial ratios and relationships results.
.29 Other accountants believe that the nature of an 
obligation to a subcontractor is that of an ordinary lia­
bility, even though it may arise through the termination 
of a war or defense contract, and that the contractor’s 
termination claim receivable, although related to the sub­
contractor’s claim, is to be accounted for independently 
as an asset. This group believes that all subcontractors’ 
claims, to the extent that they are reasonably ascertain­
able, should be recorded in the accounts and displayed in 
the contractor’s balance sheet as current liabilities, and 
that the amounts recoverable by the contractor should be 
included in his termination claim receivable. To the ex­
tent that the amounts of subcontractors’ claims are not 
reasonably determinable, disclosure by footnote or other­
wise in the financial statements is believed to be adequate.
.30 Because of the merits and prevalence of these 
alternative views, the committee expresses no preference 
for either treatment and considers either to be acceptable.
Disposal Credits
.31 Disposal credits are amounts deducted from the 
contractor’s termination claim receivable by reason of his 
retention, or sale to outsiders, of some or all of the termi­
nation inventory for which claim was made. In the case
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of items retained, either as scrap or for use by the con­
tractor, the amount of the credit is determined by agree­
ment between the contractor and a representative of the 
government. The sale of inventory items by the contrac­
tor is likewise subject to approval by the government, ex­
cept as permitted by regulation. Since the amount of the 
contractor’s termination claim, as already indicated, is 
properly recorded as a sale, any elements included in that 
claim for items of inventory retained by the contractor are, 
in effect, reacquired by him and should be treated as pur­
chases at the agreed value. Amounts received for items 
sold to others with the approval of the government are col­
lections for the account of the government and should be 
applied in reduction of the claim receivable. Obviously 
inventories or other items that are retained by the con­
tractor after termination without claim for loss should not 
be included as an element of the termination claim.
No-Cost Settlements
.32 A contractor whose contract is terminated may 
prefer to retain the termination inventory for use in other 
production or for disposal at his own risk. For these or 
other reasons the contractor may prefer to make no claim 
against the government or a higher-tier contractor. In 
the case of such no-cost settlements there is no sale of in­
ventory or other items to the government and therefore 
no occasion to accrue any profit arising out of the termi­
nation. The costs otherwise applicable to the contract 
should be given their usual treatment in the accounts. 
Items of inventory or other property retained, having been 
previously recorded, will, of course, require no charge to 
purchases but should be treated in accordance with the 
usual procedures applicable to such assets.
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INTRODUCTION
.01 This section sets forth the Board's views as to 
accounting for the revenue and expense related to, and the 
investment in, property leased to others. Because of the 
highly specialized problems involved, this section does 
not apply to lease agreements concerning natural resources 
such as oil, gas, timber and mineral rights.
.02 The principal accounting problems of lessors con­
cern the allocation of revenue and expense to the account­
ing periods covered by a lease. Although the lease typically 
establishes a schedule of rent to be received by the lessor, 
the treatment of this rent as revenue in the period of re­
ceipt does not necessarily result in a fair measurement of 
the lessor's periodic income during the term of the lease.
The allocation to accounting periods of acquisition and 
operating costs of the leased property and of costs of nego­
tiating and closing the lease needs to be systematic, rational 
and consistent with the method of recognizing revenue. The 
description and classification in the balance sheet of the 
investment in leasing activities is also of importance.
DISCUSSION
Leasing Activities
.03 Lessors may engage in leasing activities to accom­
plish one or more objectives, such as: investing funds; 
facilitating the sale or use of the lessor's own manufactured 
product; retaining control of locations when it is desirable 
that the property be operated by others; and making avail­
able to others property operated by the lessor for profit.
Some lessors engage in leasing primarily or solely as a
Section 4051
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method of investing funds; some financing institutions 
specialize in leasing. On the other hand, some lessors en­
gage in leasing as incidental to entirely different and 
relatively more significant business operations. Leasing 
activities of many lessors have both financing and operating 
characteristics to some degree, and some lessors have leas­
ing activities of both types.1
Accounting Methods
.04 There are two predominant methods in general 
use for allocating rental revenue and expenses over the 
accounting periods covered by a lease. These may be 
termed the “ financing” and the “ operating” methods.
.05 Financing method—Under the financing method, 
the excess of aggregate rentals over the cost (reduced by 
estimated residual value at the termination of the lease) 
of the leased property is generally designed to compensate 
the lessor for the use of the funds invested. Since this 
excess is in the nature of interest, it is recognized as reve­
nue during the term of the lease in decreasing amounts 
related to the declining balance of the unrecovered invest­
ment or, in other words, as an approximately level rate of 
return on funds not yet recovered. When rentals are level, 
this results in a decreasing percentage of each succeeding 
rental being accounted for as revenue and an increasing 
percentage as recovery of investment. This is comparable 
to the method followed by most lending institutions in 
accounting for level repayment plans.
.06 Operating method—Under the operating method, 
aggregate rentals are reported as revenue over the life of 
the lease. The amount of revenue to be recognized in each 
accounting period will ordinarily be equivalent to the 
amount of rent receivable according to the provisions of 
the lease unless distortion of periodic revenue would re­
sult, e.g., when the rentals depart radically from a straight- 
line basis without relation to the economic usefulness of 
the leased property. The income statement reflects, as
1A comprehensive discussion of leasing will be found in Accounting 
Research Study No. 4, Reporting of Leases in Financial Statements by John 
H. Myers, published by the American Institute of Certified Public Ac­
countants in 1962. (Accounting research studies are not statements of this 
Board or of the Institute, but are published for the purpose of stimulating 
discussion on important accounting issues.)
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expenses, depreciation of the leased property, maintenance 
and other related costs, as well as the cost of any other 
services rendered under the provisions of the lease. The 
amount of these expenses to be recognized in each account­
ing period should be determined by methods which are 
appropriate in the circumstances and which are conven­
tionally used for such expenses when incurred in activities 
other than leasing.
.07 Basis for selection—The objective of fairly stat­
ing the lessor’s net income during each of the periods 
covered by the leasing activities is the most important 
consideration in differentiating between the use of the 
financing or operating methods (see paragraphs .13-.15 for 
a description of balance sheet presentations consistent with 
the method used in determining income). Pertinent factors 
in making the choice, among others, are the following: the 
nature of the lessor’s business activities; the specific ob­
jectives of its leasing activities, including the relationship 
to other business activities of the lessor, if  any; the term 
of the lease in relation to the estimated useful life of the 
property; the existence of renewal or purchase options and 
the likelihood that the lessee will exercise them; provisions 
of the lease which indicate the extent to which the usual 
risks of ownership (e.g., obsolescence, unprofitable opera­
tion, unsatisfactory performance, idle capacity, dubious 
residual value) or rewards of ownership (e.g., profitable 
operation, gain from appreciation in value at end of lease) 
rest with the lessor or the lessee.
.08 The financing method is generally appropriate for 
measuring periodic net income from leasing activities of 
entities engaged in, perhaps among other things, lending 
money at interest—e.g., lease-finance companies, banks, in­
surance companies or pension funds. Lease agreements of 
institutions of this kind typically are designed to pass all 
or most of the usual ownership risks or rewards to the 
lessee, and to assure the lessor of, and generally limit him 
to, a full recovery of his investment plus a reasonable re­
turn on the use of the funds invested, subject only to the 
credit risks generally associated with secured loans. Usu­
ally, the financing method is similar to the method of ac­
counting for revenue already in use for other lending 
activities of the institutions. The financing method is also
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appropriate for a leasing activity of an entity which is 
not identified as a financial institution, such as a manu­
facturer, if the lease agreements have the characteristics 
described earlier in this paragraph.
.09 On the other hand, there are companies (e.g., the 
owner-operator of an office building, the lessor of automo­
tive equipment on short-term leases—daily, weekly or 
monthly) which retain the usual risks or rewards of own­
ership in connection with their leasing activity. They may 
also assume responsibilities for maintaining the leased 
property or furnishing certain related services which will 
give rise to costs to be incurred in the future. Rental reve­
nues are designed to cover the costs of these services, 
depreciation and obsolescence, and to provide an adequate 
profit for assuming the risks involved. In these cases the 
operating method is appropriate for measuring periodic 
net income from leasing activities. The operating method 
is also appropriate if the leasing activity is an integral part 
of manufacturing, marketing or other operations of a busi­
ness which generate revenues and costs which must be con­
sidered along with revenues and costs from the leasing 
activities in arriving at appropriate methods for measuring 
the overall periodic net income (examples are leases of 
retail outlets with lease provisions deliberately made favor­
able to induce lessee to handle lessor’s product and leases 
which generate significant servicing revenues and costs).
The operating method likewise is appropriate for leasing 
activities for an otherwise strictly financing institution if 
such activities are characterized as set forth in this para­
graph.
OPINION
.10 The Board believes that the financing method of 
accounting, described in paragraph .05, should be used for 
lease financing activities of the type described in paragraph 
.08. The Board believes that the operating method, de­
scribed in paragraph .06, should be used for leasing activi­
ties of the type described in paragraph .09. If a single 
company engages in separate leasing activities of the types 
described in both paragraphs .08 and .09, the appropriate 
accounting method should be used for each type of leasing 
activity. Where a single lease has both financing and oper­
ating characteristics to some degree, the determination of
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the appropriate accounting method should be made on the 
basis of which of the two methods described in paragraphs 
.05 and .06 will fairly reflect net income. In rare cases, a 
single lease may require the use of both methods to reflect 
fairly lessor’s net income; a condition precedent to this 
would be the ability initially to assign aggregate rentals to 
each of the financing and operating elements.
Initial Direct Costs
.11 When initial direct costs of negotiating and clos­
ing leases are reasonably expected to be recovered from  
revenues, these costs should preferably be deferred and 
allocated to future periods in which the related revenues 
are reported. In this context, “ initial direct” costs are 
those costs which are directly associated with consummat­
ing the lease (e.g., commissions, legal fees, costs of investi­
gating the lessee’s financial status and of preparing and 
processing documents). The method of allocation to future 
periods should be consistent with that used to recognize 
revenue under the financing or operating methods. How­
ever, substantially the same net income would be reported 
under the financing method by expensing initial costs as 
incurred and recognizing as revenue in the same period, 
in addition to the normal revenue, a portion of the un­
earned revenue equal to the initial costs; this method is 
also acceptable. When initial direct costs of a lessor are 
reasonably constant in relation to revenues, no practical 
objection can be raised to a practice of consistently ex­
pensing these costs as incurred and recognizing revenue 
without compensating for initial costs.
Leasing by Manufacturers
.12 When manufacturers use leases to assist in mar­
keting products or services, the Board believes that the 
guidelines described in paragraphs .07, .08 and .09 indicate 
whether the financing or operating method is appropriate. 
Manufacturing revenues (amounts which would have been 
obtained in a regular sale or the discounted amount of 
future rentals whichever is lower), costs and profit should 
be determined at the time of entering into the lease and 
reported in the income statement of the lessor on the same 
basis as outright sales of similar manufactured property, 
provided all of these conditions are met: (a) credit risks
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are reasonably predictable, (b) the lessor does not retain 
sizable risks of ownership of the nature described in para­
graph .07 and (c) there are no important uncertainties sur­
rounding the amount of costs yet to be incurred or revenues 
yet to be earned under the lease. If any of these conditions 
is not met, manufacturing profit should be recognized, 
using the operating method, only as realized in the form 
of rental revenue over the term of the lease. If manufac­
turing revenue is determined at the time of entering into 
the lease, the conditions described above having been met, 
the financing method should be used and the amount of the 
manufacturing revenue becomes the “ cost of the leased 
property” as that term is used in paragraph .05. When 
it is feasible to determine normal selling prices, then reve­
nues, costs and trading profits of dealers and other middle­
men should be recognized in the same manner and under 
the same conditions described above for manufacturers.
Reporting in Balance Sheet
.13 Amounts invested in leasing activities which are 
significant in relation to other resources or activities should 
be stated separately in a manner which best describes the 
nature of the investment. The investment in leasing activi­
ties is neither a conventional loan or receivable, nor in the 
same category as facilities employed in typical manufactur­
ing or commercial operations. The classification and de­
scription of the investment should be appropriate in the 
circumstances and should depend upon whether the financ­
ing or operating method of accounting is used.
.14 When the financing method is used, the aggre­
gate rentals called for in the lease should be classified with 
or near receivables and a description used along the lines 
of “ receivables under contracts for equipment rentals” or 
“ contracts receivable for equipment rentals.” When a 
company is predominantly engaged in leasing activities 
for which the financing method is appropriate, information 
should be disclosed regarding future maturities of the ren­
tals receivable. Unearned finance charges or interest (as 
defined in paragraph .05) included in the aggregate rentals 
should be shown as a deduction therefrom.2 Estimated 
residual value should be classified separately with or near *
2 See section 2031.10.
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property, plant and equipment unless the residual value 
represents an amount expected to be collected from the 
lessee (e.g., when a favorable purchase option exists), in 
which case it should be classified with or near notes and 
accounts receivable. Thus, the investment is represented 
by the net rentals receivable plus the residual value. Re­
ceivables under financing leases are subject to the same 
considerations as to current or noncurrent classification, 
where such segregation is appropriate in the balance sheet, 
as are assets resulting from other activities.3
.15 When the operating method is used, the invest­
ment should be classified with or near property, plant and 
equipment and a description used along the lines of “  invest­
ment in leased property,” “ property held for or under 
lease,” or “ property (equipment, buildings, machines, etc.) 
leased to others” ; accumulated allowances for depreciation 
and obsolescence should be shown as a deduction from the 
investment.
Disclosure
.16 In addition to an appropriate description in the 
balance sheet of the investment in property held for or 
under lease (see paragraphs .13-.15), the principal account­
ing methods used in accounting for leasing activities should 
be disclosed. Further, where leasing is a substantial por­
tion of a nonfinancing institution’s operations, the Board 
believes that financial statements should disclose sufficient 
information to enable readers to assess the significance of 
leasing activities to the company. Leases and leased prop­
erty are also subject to the conventional disclosure require­
ments affecting financial statements as, for example, 
disclosure of pledges of leased property and leases as 
security for loans.
Income Taxes
.17 When lease revenues or expenses are recognized 
for tax purposes in a period other than the one in which 
they are recognized for financial reporting, appropriate 
consideration should be given to allocation of income taxes 
among accounting periods.4 
3 See section 2031.10.
4 See section 4091.
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Relationship to Section 5351
.18 The Board takes notice of a question that has 
been raised as to whether certain conclusions herein are 
inconsistent with conclusions in section 5351, Reporting 
of Leases in Financial Statements of Lessee—specifically, 
the question is whether leases accounted for on the financ­
ing method by lessors should be capitalized by lessees. As 
indicated in paragraphs .02 and .07, the Board considers 
the principal accounting problem of lessors to be the allo­
cation of revenue and expense to accounting periods cov­
ered by the lease in a manner that meets the objective of 
fairly stating the lessor’s net income; the Board believes 
that this objective can be met by application of the financing 
method when the circumstances are as described in this 
section. As to the lessee, however, capitalization of leases, 
other than those which are in substance installment pur­
chases of property, may not be necessary in order to state 
net income fairly since the amount of the lease rentals may 
represent a proper charge to income. There continues to 
be a question as to whether assets and the related obliga­
tions should be reflected in the balance sheet for leases 
other than those that are in substance installment pur­
chases. The Board will continue to give consideration to 
this question.
Prior Lease Agreements
.19 Unless otherwise stated, Opinions of the Board 
are not intended to be retroactive. However, the Board 
believes that the conclusions as to disclosure in paragraphs 
.13-.16 should apply to lease agreements made prior as well 
as subsequent to the issuance of this section (May 1966).
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Stock Option and Stock 
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.01 The practice of granting to officers and other em­
ployees options to purchase or rights to subscribe for shares 
of a corporation’s capital stock has been followed by a con­
siderable number of corporations over a period of many 
years. To the extent that such options and rights involve 
a measurable amount of compensation, this cost of serv­
ices received should be accounted for as such. The amount 
of compensation involved may be substantial and omission 
of such costs from the corporation’s accounting may result 
in overstatement of net income to a significant degree. Ac­
cordingly, consideration is given herein to the accounting 
treatment of compensation represented by stock options or 
purchase rights granted to officers and other employees.1
.02 For convenience, this section will discuss primar­
ily the problems of compensation raised by stock option 
plans. However, the committee feels that substantially the 
same problems may be encountered in connection with stock 
purchase plans made available to employees, and the dis­
cussion below is applicable to such plans also.
1 Bulletin 37, "Accounting for Compensation in the Form of Stock 
Options,” was issued in November, 1948. Issuance of a revised bulletin in 
1953 and its expansion to include stock purchase plans were prompted by 
the very considerable increase in the use of certain types of option and 
purchase plans following the enactment in 1950 of Section 130A of the 
Internal Revenue Code. This section granted specialized tax treatment to 
employee stock options if certain requirements were met as to the terms of 
the option, as to the circumstances under which the option was granted and 
could be exercised and as to the holding and disposal of the stock acquired 
thereunder. In general, the effect of Section 130A is to eliminate or mini­
mize the amount of income taxable to the employee as compensation and to 
deny to the issuing corporation any tax deduction in respect of such 
restricted options. In 1951, the Federal Salary Stabilization Board issued 
rules and regulations relating to stock options and purchase rights granted 
to employees whereby options generally comparable in nature to the re­
stricted stock options specified in Section 130A might be considered for its 
purposes not to involve compensation, or to involve compensation only in 
limited amounts.
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RIGHTS INVOLVING COMPENSATION
.03 Stock options involving an element of compensa­
tion usually arise out of an offer or agreement by an em­
ployer corporation to issue shares of its capital stock to 
one or more officers or other employees (hereinafter re­
ferred to as grantees) at a stated price. The grantees are 
accorded the right to require issuance of the shares either 
at a specified time or during some determinable period. In 
some cases the grantee’s options are exercisable only if at 
the time of exercise certain conditions exist, such as that 
the grantee is then or until a specified date has been an 
employee. In other cases, the grantees may have under­
taken certain obligations, such as to remain in the employ­
ment of the corporation for at least a specified period, or 
to take the shares only for investment purposes and not 
for resale.
RIGHTS NOT INVOLVING COMPENSATION
.04 Stock option plans in many cases may be intended 
not primarily as a special form of compensation but rather 
as an important means of raising capital, or as an induce­
ment to obtain greater or more widespread ownership of 
the corporation’s stock among its officers and other em­
ployees. In general, the terms under which such options 
are granted, including any conditions as to exercise of the 
options or disposal of the stock acquired, are the most sig­
nificant evidence ordinarily available as to the nature and 
purpose of a particular stock option or stock option plan.
In practice, it is often apparent that a particular option 
or plan involves elements of two or more of the above pur­
poses. Where the inducements are not larger per share 
than would reasonably be required in an offer of shares 
to all shareholders for the purpose of raising an equiva­
lent amount of capital, no compensation need be presumed 
to be involved.
.05 Stock purchase plans also are frequently an inte­
gral part of a corporation’s program to secure equity capi­
tal or to obtain widespread ownership among employees, 
or both. In such cases, no element of compensation need 
be considered to be present if  the purchase price is not 
lower than is reasonably required to interest employees 
generally or to secure the contemplated funds.
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TIME OF MEASUREMENT OF COMPENSATION
.06 In the ease of stock options involving compen­
sation, the principal problem is the measurement of the 
compensation. This problem involves selection of the date 
as of which measurement of any element of compensation 
is to be made and the manner of measurement. The date 
as of which measurement is made is of critical importance 
since the fair value of the shares under option may vary 
materially in the often extended period during which the 
option is outstanding. There may be at least six dates to 
be considered for this purpose: (a) the date of the adop­
tion of an option plan, (b) the date on which an option 
is granted to a specific individual, (c) the date on which 
the grantee has performed any conditions precedent to ex­
ercise of the option, (d) the date on which the grantee may 
first exercise the option, (e) the date on which the option 
is exercised by the grantee, and (f) the date on which the 
grantee disposes of the stock acquired.
.07 Of the six dates mentioned two are not relevant 
to the question considered in this section—cost to the cor­
poration which is granting the option. The date of adop­
tion of an option plan clearly has no relevance, inasmuch 
as the plan per se constitutes no more than a proposed 
course of action which is ineffective until options are 
granted thereunder. The date on which a grantee disposes 
of the shares acquired under an option is equally imma­
terial since this date will depend on the desires of the indi­
vidual as a shareholder and bears no necessary relation 
to the services performed.2
.08 The date on which the option is exercised has 
been advocated as the date on which a cost may be said 
to have been incurred. Use of this date is supported by 
the argument that only then will it be known whether or 
not the option will be exercised. However, beginning with 
the time at which the grantee may first exercise the op­
tion he is in effect speculating for his own account. H is 
delay has no discernible relation to his status as an em­
ployee but reflects only his judgment as an investor. 
2 This is the date on which income or gain taxable to the grantee may 
arise under Section 130A. Use of this date for tax purposes is doubtless 
based on considerations as to the ability of the optionee to pay taxes prior 
to sale of the shares.
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.09 The date on which the grantee may first exercise 
the option will generally coincide with, but in some cases 
may follow, the date on which the grantee will have per­
formed any conditions precedent to exercise of the option. 
Accordingly this date presents no special problems differ­
ing from those to be discussed in the next paragraph.
.10 There remain to be considered the date on which 
an option is granted to a specific individual and the date 
on which the grantee has fulfilled any conditions prece­
dent to exercise of the option. When compensation is paid 
in a form other than cash the amount of compensation is 
ordinarily determined by the fair value of the property 
which was agreed to be given in exchange for the serv­
ices to be rendered. The time at which such fair value 
is to be determined may be subject to some difference of 
opinion but it appears that the date on which an option 
is granted to a specific individual would be the appropri­
ate point at which to evaluate the cost to the employer, 
since it was the value at that date which the employer may 
be presumed to have had in mind. In most of the cases 
under discussion, moreover, the only important contingency 
involved is the continuance of the grantee in the employ­
ment of the corporation, a matter very largely within the 
control of the grantee and usually the main objective of 
the grantor. Under such circumstances it may be assumed 
that if the stock option were granted as a part of an em­
ployment contract, both parties had in mind a valuation of 
the option at the date of the contract; and accordingly, 
value at that date should be used as the amount to be ac­
counted for as compensation. If the option were granted 
as a form of supplementary compensation otherwise than 
as an integral part of an employment contract, the grantor 
is nevertheless governed in determining the option price 
and the number of shares by conditions then existing. It 
follows that it is the value of the option at that time, rather 
than the grantee’s ultimate gain or loss on the transac­
tion, which for accounting purposes constitutes whatever 
compensation the grantor intends to pay. The committee 
therefore concludes that in most cases, including situations 
where the right to exercise is conditional upon continued 
employment, valuation should be made of the option as 
of the date of grant.
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.11 The date of grant also represents the date on 
which the corporation foregoes the principal alternative 
use of the shares which it places subject to option, i.e., 
the sale of such shares at the then prevailing market price. 
Viewed in this light, the cost of utilizing the shares for 
purposes of the option plan can best be measured in rela­
tion to what could then have been obtained through sale 
of such shares in the open market. However, the fact that 
the grantor might, as events turned out, have obtained at 
some later date either more or less for the shares in ques­
tion than at the date of the grant does not bear upon the 
measurement of the compensation which can be said to 
have been in contemplation of the parties at the date the 
option was granted.
MANNER OF MEASUREMENT
.12 Freely exercisable option rights, even at prices 
above the current market price of the shares, have been 
traded in the public markets for many years, but there is 
no such objective means for measuring the value of an op­
tion which is not transferable and is subject to such other 
restrictions as are usually present in options of the nature 
here under discussion. Although there is, from the stand­
point of the grantee, a value inherent in a restricted future 
right to purchase shares at a price at or even above the 
fair value of shares at the grant date, the committee be­
lieves it is impracticable to measure any such value. As 
to the grantee any positive element may, for practical pur­
poses, be deemed to be largely or wholly offset by the nega­
tive effect of the restrictions ordinarily present in options 
of the type under discussion. From the viewpoint of the 
grantor corporation no measurable cost can be said to have 
been incurred because it could not at the grant date have 
realized more than the fair value of the optioned shares, 
the concept of fair value as here used encompassing the 
possibility and prospect of future developments. On the 
other hand, it follows in the opinion of the committee that 
the value to the grantee and the related cost to the corpo­
ration of a restricted right to purchase shares at a price 
below the fair value of the shares at the grant date may 
for the purposes here under discussion be taken as the 
excess of the then fair value of the shares over the op­
tion price.
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.13 While market quotations of shares are an impor­
tant and often a principal factor in  determining the fair 
value of shares, market quotations at a given date are not 
necessarily conclusive evidence.3 Where significant mar­
ket quotations cannot be obtained, other recognized meth­
ods of valuation have to be used. Furthermore, in deter­
mining the fair value of shares for the purpose of measur­
ing the cost incurred by a corporation in the issuance of 
an option, it is appropriate to take into consideration such 
modifying factors as the range of quotations over a rea­
sonable period and the fact that the corporation by sell­
ing shares pursuant to an option may avoid some or all of 
the expenses otherwise incurred in a sale of shares. The 
absence of a ready market, as in the case of shares of 
closely-held corporations, should also be taken into account 
and may require the use of other means of arriving at fair 
value than by reference to an occasional market quotation 
or sale of the security.
OTHER CONSIDERATIONS
.14 If the period for which payment for services is 
being made by the issuance of the stock option is not spe­
cifically indicated in the offer or agreement, the value of 
the option should be apportioned over the period of serv­
ice for which the payment of the compensation seems ap­
propriate in the existing circumstances. Accrual of the 
compensation over the period selected should be made by 
means of charges against the income account. Upon exer­
cise of an option the sum of the cash received and the 
amount of the charge to income should be accounted for 
as the consideration received on issuance of the stock.
.15 In connection with financial statements, disclosure 
should be made as to the status of the option or plan at 
the end of the period of report, including the number of 
shares under option, the option price, and the number of 
shares as to which options were exercisable. As to op­
tions exercised during the period, disclosure should be 
made of the number of shares involved and the option 
price thereof. *
3 Whether treasury or unissued shares are to be used to fulfill the obli­
gation is not material to a determination of value.
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Section 4062
Deferred Compensation 
Contracts
Effective for fiscal periods 
beginning after December 
31, 1967, unless otherwise 
indicated
.01 Section 4063, Accounting for the Cost of Pension 
Plans, applies to deferred compensation contracts with in­
dividual employees if such contracts, taken together, are 
equivalent to a pension plan. The Board believes that other 
deferred compensation contracts should be accounted for 
individually on an accrual basis. Such contracts cus­
tomarily include certain requirements such as continued 
employment for a specified period and availability for 
consulting services and agreements not to compete after 
retirement, which, if not complied with, remove the em­
ployer’s obligations for future payments. The estimated 
amounts1 to be paid under each contract should be ac­
crued in a systematic and rational manner over the period 
of active employment from the time the contract is en­
tered into, unless it is evident that future services expected 
to be received by the employer are commensurate with 
the payments or a portion of the payments to be made. 
If elements of both current and future services are pres­
ent, only the portion applicable to the current services 
should be accrued.
.02 Some deferred compensation contracts provide for 
periodic payments to employees or their surviving spouses 
for life with provisions for a minimum lump-sum settlement 
in the event of the early death of one or all of the benefi­
ciaries. The estimated amount1 of future payments to be 
made under such contracts should be accrued over the pe­
riod of active employment from the time the contract is 
entered into. Such estimates should be based on the life 
expectancy of each individual concerned (based on the most
1 The amounts to be accrued periodically should result in an accrued 
amount at the end of the term of active employment which is not less than 
the then present value of the estimated payments to be made.
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recent mortality tables available) or on the estimated cost 
of an annuity contract rather than on the minimum pay­
able in the event of early death.
.03 A t the effective date of this section, amounts1 
pertaining to deferred compensation contracts with employ­
ees actively employed, which amounts have not been ac­
crued in a manner consistent with the provisions of the 
section, should be accrued over the employee’s remaining 
term of active employment. For purposes of transition, 
these amounts may be accrued over a period of up to ten 
years if  the remaining term of active employment is less 
than ten years.
1 The amounts to be accrued periodically should result in an accrued 
amount at the end of the term of active employment which is not less than 
the then present value of the estimated payments to be made.
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Section 4063
Accounting tor the Cost 
of Pension Plans
Effective for fiscal periods 
beginning after December 
31, 1966, unless otherwise 
indicated
INTRODUCTION
.01 Pension plans have developed in an environment 
characterized by  a complex array of social concepts and 
pressures, legal considerations, actuarial techniques, in­
come tax laws and regulations, business philosophies, and 
accounting concepts and practices. Each plan reflects the 
interaction of the environment with the interests of the 
persons concerned with its design, interpretation and opera­
tion. From these factors have resulted widely divergent 
practices in accounting for the cost of pension plans.
.02 An increased significance of pension cost in rela­
tion to the financial position and results of operations of 
many businesses has been brought about by the substantial 
growth of private pension plans, both in numbers of em­
ployees covered and in amounts of retirement benefits.
The assets accumulated and the future benefits to em­
ployees under these plans have reached such magnitude 
that changes in actuarial assumptions concerning pension 
fund earnings, employee mortality and turnover, retire­
ment age, etc., and the treatment of differences between 
such assumptions and actual experience, can have important 
effects on the pension cost recognized for accounting pur­
poses from year to year.
.03 In Accounting Research Bulletin No. 47, Account­
ing for Costs of Pension Plans, the committee on accounting 
procedure stated its preferences that “ costs based on cur­
rent and future services should be systematically accrued 
during the expected period of active service of the covered 
employees” and that “ costs based on past services should 
be charged off over some reasonable period, provided the
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allocation is made on a systematic and rational basis and 
does not cause distortion of the operating results in any 
one year.,, In recognition of the divergent views then 
existing, however, the committee also said “ as a minimum, 
the accounts and financial statements should reflect accruals 
which equal the present worth, actuarially calculated, of 
pension commitments to employees to the extent that pen­
sion rights have vested in the employees, reduced, in the 
case of the balance sheet, by any accumulated trusteed 
funds or annuity contracts purchased.’’ The committee 
did not explain what was meant by the term “ vested” 
and did not make any recommendations concerning appro­
priate actuarial cost methods or recognition of actuarial 
gains and losses.
.04 Despite the issuance of Accounting Research Bul­
letin No. 47, accounting for the cost of pension plans has 
varied widely among companies and has sometimes resulted 
in wide year-to-year fluctuations in the provisions for pen­
sion cost of a single company. Generally, companies have 
provided pension cost equivalent to the amounts paid to 
a pension fund or used to purchase annuities. In many 
cases such payments have included amortization of past 
service cost (and prior service cost arising on amendment 
of a plan) over periods ranging from about ten to forty 
years; in other cases the payments have not included 
amortization but have included an amount equivalent to 
interest (see definition of interest in section 4063B.27) on 
unfunded prior service cost. In some cases payments from 
year to year have varied with fluctuations in company 
earnings or with the availability of funds. In other cases 
payments have been affected by the Federal income tax 
rates in effect at a particular time. The recognition of 
actuarial gains and losses in the year of their determina­
tion, or intermittently, has also caused year-to-year vari­
ations in such payments.
.05 Because of the increasing importance of pensions 
and the variations in accounting for them, the Accounting 
Principles Board authorized Accounting Research Study 
No. 8, Accounting for the Cost of Pension Plans (referred 
to hereinafter as the “ Research Study” ). The Research 
Study was published in May 1965 by the American Institute
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of Certified Public Accountants and has been widely dis­
tributed. The Board has carefully examined the recom­
mendations of the Research Study and considered many 
comments and articles about it. The Board's  conclusions 
agree in most respects with, but differ in some from, those 
in the Research Study.
.06 The Board has concluded that this section is 
needed to clarify the accounting principles and to narrow 
the practices applicable to accounting for the cost of pen­
sion plans.
.07 The computation of pension cost for accounting 
purposes requires the use of actuarial techniques and judg­
ment. Generally pension cost should be determined from a 
study by an actuary, giving effect to the conclusions set 
forth in this section. It should be noted that the actuarial 
cost methods and their application for accounting purposes 
may differ from those used for funding purposes. A dis­
cussion of actuarial valuations, assumptions and cost meth­
ods is included in section 4063A. The terminology used in 
this section to describe pension cost and actuarial cost 
methods is consistent with that generally used by actuaries 
and others concerned with pension plans. A Glossary of 
such terminology is included in section 4063B.
PENSION PLANS COVERED BY THIS SECTION
.08 For the purposes of this section, a pension plan 
is an arrangement whereby a company undertakes to pro­
vide its retired employees with benefits that can be deter­
mined or estimated in advance from the provisions of a 
document or documents or from the company’s practices. 
Ordinarily, such benefits are monthly pension payments but, 
in many instances, they include death and disability pay­
ments. However, death and disability payments under a 
separate arrangement are not considered in this section.
The section applies both to written plans and to plans 
whose existence may be implied from a well-defined, al­
though perhaps unwritten, company policy. A company’s 
practice of paying retirement benefits to selected em­
ployees in amounts determined on a case-by-case basis at 
or after retirement does not constitute a pension plan under 
this section. The section applies to pension cost incurred 
outside the United States under plans that are reasonably
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similar to those contemplated by this section, when in­
cluded in financial statements intended to conform with 
generally accepted accounting principles in the United 
States. The section applies to unfunded plans as well as 
to insured plans and trust fund plans. It applies to defined- 
contribution plans as well as to defined-benefit plans. It 
applies also to deferred compensation contracts with indi­
vidual employees if such contracts, taken together, are 
equivalent to a pension plan. It does not apply to deferred 
profit-sharing plans except to the extent that such a plan 
is, or is part of, an arrangement that is in substance a pen­
sion plan.
BASIC ACCOUNTING METHOD
Discussion
.09 This section is concerned with the determination 
of the amount of pension cost for accounting purposes. In 
considering the discussions and conclusions in this section, 
it is important to keep in mind that the annual pension cost 
to be charged to expense (“ the provision for pension cost” ) 
is not necessarily the same as the amount to be funded for 
the year. The determination of the amount to be funded is 
a financial matter not within the purview of this section.
.10 The pension obligations assumed by some com­
panies are different from those assumed by other com­
panies. In some plans the company assumes direct respon­
sibility for the payment of benefits described in the plan.
In these cases, if the pension fund is inadequate to pay the 
benefits to which employees are entitled, the company is 
liable for the deficiency. In contrast, the terms of most 
funded plans limit the company’s legal obligation for the 
payment of benefits to the amounts in the pension fund. In 
these cases, if the pension fund is inadequate to pay the 
benefits to which employees are otherwise entitled, such 
benefits are reduced in a manner stated in the plan and the 
company has no further legal obligation.
.11 There is broad agreement that pension cost, in­
cluding related administrative expense, should be accounted 
for on the accrual basis. There is not general agreement, 
however, about the nature of pension cost. Some view pen­
sions solely as a form of supplemental benefit to employees 
in service at a particular time. Others see a broader pur­
pose in pensions; they consider pensions to be in large part
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(a) a means of promoting efficiency by providing for the 
systematic retirement of older employees or (b) the ful­
fillment of a social obligation expected of business enter­
prises, the cost of which, as a practical matter, constitutes 
a business expense that must be incurred. Those who hold 
this second viewpoint associate pension cost, to a large 
extent, with the plan itself rather than with specific em­
ployees. In addition, the long-range nature of pensions 
causes significant uncertainties about the total amount of 
pension benefits ultimately to be paid and the amount of 
cost to be recognized. These differences in viewpoint con­
cerning the nature of pension cost, the uncertainties regard­
ing the amount of the estimates, and the use of many 
actuarial approaches, compound the difficulty in reaching 
agreement on the total amount of pension cost over a long 
period of years and on the time to recognize any particular 
portion applicable to an employee or group of employees.
It is only natural, therefore, that different views exist con­
cerning the preferable way to recognize pension cost. The 
major views are described in the following four paragraphs.
.12 One view is that periodic pension cost should be 
provided on an actuarial basis that takes into account all 
estimated prospective benefit payments under a plan with 
respect to the existing employee group, whether such pay­
ments relate to employee service rendered before or after 
the plan’s adoption or amendment, and that no portion of 
the provision for such payments should be indefinitely de­
ferred or treated as though, in fact, it did not exist. Those 
holding this view believe that the recurring omission of a 
portion of the provision, because of the time lag between 
making the provision and the subsequent benefit payments 
under a plan, is a failure to give accrual accounting recog­
nition to the cost applicable to the benefits accrued over the 
service lives of all employees. Among those holding this 
view there is general agreement that cost relating to service 
following the adoption or amendment of a plan should be 
recognized ratably over the remaining service lives of em­
ployees. There is some difference of opinion, however, 
concerning the period of time to use in allocating that por­
tion of the cost which the computations under some actu­
arial methods assign to employee service rendered before a 
plan’s adoption or amendment. As to this cost, (a) those
§ 4063.12APB Accounting Principles
2364 Revenue and Expense
viewing pensions as relating solely to the existing employee 
group believe that it should be accounted for over the re­
maining service lives of those in the employ of the company 
at the time of the plan’s adoption or amendment, whereas
(b) some of those holding the broader view of pensions, re­
ferred to in paragraph .11, believe that this cost is associ­
ated to a large extent with the plan itself and hence that 
the period of providing for it need not be limited to the 
remaining service lives of a particular group of employees 
but may be extended somewhat beyond that period. How­
ever, this difference of opinion relates only to the period of 
time over which such cost should be provided.
.13 An opposing view stresses that pension cost is re­
lated to the pension benefits to be paid to the continuing 
employee group as a whole. Those holding this view em­
phasize that, in the application of accrual accounting, 
charges against income must be based on actual transac­
tions and events—past, present or reasonably anticipated.
They stress the long-range nature of pensions, referred to 
in paragraph .11, and emphasize the uncertainties con­
cerning the total cost of future benefits. They point out 
that, in the great majority of cases, provision for normal 
cost plus an amount equivalent to interest on unfunded 
prior service cost will be adequate to meet, on a continuing 
basis, all benefit payments under a plan. Those holding 
this view believe that following the view expressed in para­
graph .12 can result, over a period of years, in charging 
income with, and recording a balance-sheet accrual for, 
amounts that will not be paid as benefits. They see no 
reason therefore to urge employers to provide more than 
normal cost plus an amount equivalent to interest on un­
funded prior service cost in these circumstances, because 
additional amounts never expected to be paid by a going 
concern are not corporate costs, and thus are not appro­
priate charges against income. They acknowledge, how­
ever, that corporations can and do make payments to 
pension funds for past and prior service cost, with the 
result that reductions will be effected in future charges for 
the equivalent of interest on unfunded amounts, but they 
consider this to be solely a matter of financial manage­
ment rather than a practice dictated by accounting con­
siderations.
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.14 In many pension plans, cost recorded on the basis 
described in paragraph .13 will accumulate an amount 
(whether funded or not) at least equal to the actuarially 
computed value of vested benefits (see definition of vested 
benefits in section 4063B.43). However, this result might 
not be achieved in some cases (for example, if  the average 
age of the employee group is high in relation to that of 
expected future employee groups, or if benefits vest at a 
relatively early age). Some hold the view that when peri­
odic provisions are based on normal cost plus an amount 
equivalent to interest such periodic provisions should be 
increased if they will not, within a reasonable period of time, 
accumulate an amount (whether funded or not) at least 
equal to the actuarially computed value of vested benefits. 
Others would require the increases in provisions only if  
the company has a legal obligation for the payment of 
such benefits.
.15 Another view is that, if  the company has no re­
sponsibility for paying benefits beyond the amounts in the 
pension fund, pension cost is discretionary and should 
be provided for a particular accounting period only when 
the company has made or has indicated its intent to make 
a contribution to the pension fund for the period. Others 
believe that pension cost is discretionary even if the com­
pany has a direct responsibility for the payment of benefits 
described in the plan.
Opinion
.16 The Board recognizes that a company may limit 
its legal obligation by specifying that pensions shall be pay­
able only to the extent of the assets in the pension fund. 
Experience shows, however, that with rare exceptions 
pension plans continue indefinitely and that termination 
and other limitations of the liability of the company are 
not invoked while the company continues in business. 
Consequently, the Board believes that, in the absence of 
convincing evidence that the company will reduce or dis­
continue the benefits called for in a pension plan, the cost 
of the plan should be accounted for on the assumption that 
the company will continue to provide such benefits. This 
assumption implies a long-term undertaking; the cost of 
which should be recognized annually whether or not funded.
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Therefore, accounting for pension cost should not be dis­
cretionary.
.17 All members of the Board believe that the entire 
cost of benefit payments ultimately to be made should be 
charged against income subsequent to the adoption or 
amendment of a plan and that no portion of such cost should 
be charged directly against retained earnings. Differences 
of opinion exist concerning the measure of the cost of such 
ultimate payments. The Board believes that the approach 
stated in paragraph .12 is preferable for measuring the 
cost of benefit payments ultimately to be made. However, 
some members of the Board believe that the approach 
stated in paragraph .13, in some cases with the modifica­
tions described in paragraph .14, is more appropriate 
for such measurement. The Board has concluded, in the 
light of such differences in views and of the fact that ac­
counting for pension cost is in a transitional stage, that 
the range of practices would be significantly narrowed if 
pension cost were accounted for at the present time within 
lim its based on paragraphs .12, .13 and .14. Accordingly, 
the Board believes that the annual provision for pension 
cost should be based on an accounting method that uses an 
acceptable actuarial cost method (as defined in paragraphs 
.23 and .24) and results in a provision between the mini­
mum and maximum stated below. The accounting method 
and the actuarial cost method should be consistently ap­
plied from year to year.
a. Minimum. The annual provision for pension 
cost should not be less than the total of (1) normal cost,
(2) an amount equivalent to interest on any unfunded 
prior service cost and (3) if indicated in the following 
sentence, a provision for vested benefits. A provision for 
vested benefits should be made if there is an excess of the 
actuarially computed value of vested benefits (see definition 
of vested benefits in section 4063 B.43) 1 over the total of 
(1) the pension fund and (2) any balance-sheet pension ac­
cruals, less (3) any balance-sheet pension prepayments or 
deferred charges, at the end of the year, and such excess 
is not at least 5 per cent less than the comparable excess
1 The actuarially computed value of vested benefits would ordinarily 
be based on the actuarial valuation used for the year even though such 
valuation would usually be as of a date other than the balance sheet date.
Revenue and Expense
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at the beginning of the year. The provision for vested 
benefits should be the lesser of (A) the amount, if any, 
by which 5 per cent of such excess at the beginning of the 
year is more than the amount of the reduction, if any, in 
such excess during the year or (B) the amount necessary 
to make the aggregate annual provision for pension cost 
equal to the total of (1) normal cost, (2) an amount equiva­
lent to amortization, on a 40-year basis, of the past service 
cost (unless fully amortized), (3) amounts equivalent to 
amortization, on a 40-year basis, of the amounts of any 
increases or decreases in prior service cost arising on amend­
ments of the plan (unless fully amortized) and (4) interest 
equivalents under paragraph .42 or .43 on the difference be­
tween provisions and amounts funded.2
b. Maximum. The annual provision for pension 
cost should not be greater than the total of (1) normal cost, 
(2) 10 per cent of the past service cost (until fully amor­
tized), (3) 10 per cent of the amounts of any increases or 
decreases in prior service cost arising on amendments of 
the plan (until fully amortized) and (4) interest equivalents 
under paragraph .42 or .43 on the difference between provi­
sions and amounts funded. The 10 per cent limitation is 
considered necessary to prevent unreasonably large charges 
against income during a short period of years.
.18 The difference between the amount which has been 
charged against income and the amount which has been 
paid should be shown in the balance sheet as accrued or pre­
paid pension cost. If the company has a legal obligation for 
pension cost in excess of amounts paid or accrued, the ex­
cess should be shown in the balance sheet as both a liability 
and a deferred charge. Except to the extent indicated in 
the preceding sentences of this paragraph, unfunded prior 
service cost is not a liability which should be shown in the 
balance sheet.
ACTUARIAL COST METHODS
Discussion
.19 A number of actuarial cost methods have been de­
veloped to determine pension cost. These methods are de­
signed primarily as funding techniques, but many of them *
2 For purposes of this sentence, amortization should be computed as a 
level annual amount, including the equivalent of interest.
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are also useful in determining pension cost for accounting 
purposes. Pension cost can vary significantly, depending 
on the actuarial cost method selected; furthermore, there 
are many variations in the application of the methods, 
in the necessary actuarial assumptions concerning em­
ployee turnover, mortality, compensation levels, pension 
fund earnings, etc., and in the treatment of actuarial gains 
and losses.
.20 The principal actuarial cost methods currently 
in use are described in section 4063A. These methods in­
clude an accrued benefit cost method and several projected 
benefit cost methods.
a. Under the accrued benefit cost method (unit 
credit method), the amount assigned to the current year 
usually represents the present value of the increase in 
present employees’ retirement benefits resulting from that 
year’s service. For an individual employee, this method re­
sults in an increasing cost from year to year because both 
the present value of the annual increment in benefits and 
the probability of reaching retirement increase as the period 
to retirement shortens; also, in some plans, the retirement 
benefits are related to salary levels, which usually increase 
during the years. However, the aggregate cost for a total 
work force of constant size tends to increase only if the 
average age or average compensation of the entire work 
force increases.
b. Under the projected benefit cost methods (entry 
age normal, individual level premium, aggregate and at­
tained age normal methods), the amount assigned to the 
current year usually represents the level amount (or an 
amount based on a computed level percentage of compensa­
tion) that w ill provide for the estimated projected retire­
ment benefits over the service lives of either the individual 
employees or the employee group, depending on the method 
selected. Cost computed under the projected benefit cost 
methods tends to be stable or to decline year by year, de­
pending on the method selected. Cost computed under 
the entry age normal method is usually more stable than 
cost computed under any other method.
.21 Some actuarial cost methods (individual level 
premium and aggregate methods) assign to subsequent
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years the cost arising at the adoption or amendment of a 
plan. Other methods (unit credit, entry age normal and 
attained age normal methods) assign a portion of the cost 
to years prior to the adoption or amendment of a plan, and 
assign the remainder to subsequent years. The portion 
of cost assigned to each subsequent year is called normal 
cost. At the adoption of a plan, the portion of cost assigned 
to prior years is called past service cost. At any later valu­
ation date, the portion of cost assigned to prior years 
(which includes any remaining past service cost) is called 
prior service cost. The amount assigned as past or prior 
service cost and the amount assigned as normal cost vary 
depending on the actuarial cost method. The actuarial 
assignment of cost between past or prior service cost and 
normal cost is not indicative of the periods in which such 
cost should be recognized for accounting purposes.
.22 In some cases, past service cost (and prior serv­
ice cost arising on amendment of a plan) is funded in total; 
in others it is funded in part; in still others it is not funded 
at all. In practice, the funding of such cost is influenced 
by the Federal income tax laws and related regulations, 
which generally lim it the annual deduction for such cost 
to 10 per cent of the initial amount. There is no tax re­
quirement that such cost be funded, but there are require­
ments that effectively prohibit the unfunded cost from 
exceeding the total of past service cost and prior service 
cost arising on amendment of the plan. The practical 
effect of the tax requirements is that on a cumulative basis 
normal cost plus an amount equivalent to the interest on 
any unfunded prior service cost must be funded. Funding 
of additional amounts is therefore discretionary for income 
tax purposes. However, neither funding nor the income tax 
laws and related regulations are controlling for accounting 
purposes.
Opinion
.23 To be acceptable for determining cost for account­
ing purposes, an actuarial cost method should be rational 
and systematic and should be consistently applied so that it 
results in a reasonable measure of pension cost from year 
to year. Therefore, in applying an actuarial cost method 
that separately assigns a portion of cost as past or prior
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service cost, any amortization of such portion should be 
based on a rational and systematic plan and generally 
should result in reasonably stable annual amounts. The 
equivalent of interest on the unfunded portion may be 
stated separately or it may be included in the amortization; 
however, the total amount charged against income in any 
one year should not exceed the maximum amount described 
in paragraph .17.
.24 Each of the actuarial cost methods described in 
section 4063A, except terminal funding, is considered ac­
ceptable when the actuarial assumptions are reasonable 
and when the method is applied in conformity with the 
other conclusions of this Opinion. The terminal funding 
method is not acceptable because it does not recognize pen­
sion cost prior to retirement of employees. For the same 
reason, the pay-as-you-go method (which is not an actuarial 
cost method) is not acceptable. The acceptability of meth­
ods not discussed herein should be determined from the 
guidelines in this and the preceding paragraph.
ACTUARIAL GAINS AND LOSSES
Discussion
.25 Actuarial assumptions necessarily are based on 
estimates of future events. Actual events seldom coincide 
with events estimated; also, as conditions change, the as­
sumptions concerning the future may become invalid. Ad­
justments may be needed annually therefore to reflect 
actual experience, and from time to time to revise the actu­
arial assumptions to be used in the future. These adjust­
ments constitute actuarial gains and losses. They may be 
regularly recurring (for example, minor deviations between 
experience and actuarial assumptions) or they may be un­
usual or recurring at irregular intervals (for example, 
substantial investment gains or losses, changes in the ac­
tuarial assumptions, plant closings, etc.).
.26 In dealing with actuarial gains and losses, the 
primary question concerns the timing of their recognition 
in providing for pension cost. In practice, three methods 
are in use; immediate-recognition, spreading and averag­
ing. Under the immediate-recognition method (not ordi­
narily used at present for net losses), net gains are applied 
to reduce pension cost in the year of occurrence or the
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following year. Under the spreading method, net gains or 
losses are applied to current and future cost, either through 
the normal cost or through the past service cost (or prior 
service cost on amendment). Under the averaging method, 
an average of annual net gains and losses, developed from 
those that occurred in the past with consideration of those 
expected to occur in the future, is applied to the normal cost.
.27 The use of the immediate-recognition method 
sometimes results in substantial reductions in, or the com­
plete elimination of, pension cost for one or more years.
For Federal income tax purposes, when the unit credit 
actuarial cost method is used, and in certain other instances, 
actuarial gains reduce the maximum pension-cost deduction 
for the year of occurrence or the following year.
.28 Unrealized appreciation and depreciation in the 
value of investments in a pension fund are forms of actu­
arial gains and losses. Despite short-term market fluctua­
tions, the overall rise in the value of equity investments in 
recent years has resulted in the investments of pension 
funds generally showing net appreciation. Although ap­
preciation is not generally recognized at present in pro­
viding for pension cost, it is sometimes recognized through 
the interest assumption or by introducing an assumed an­
nual rate of appreciation as a separate actuarial assump­
tion. In other cases, appreciation is combined with other 
actuarial gains and losses and applied on the immediate- 
recognition, spreading or averaging method.
.29 The amount of any unrealized appreciation to be 
recognized should also be considered. Some actuarial valu­
ations recognize the full market value. Others recognize 
only a portion (such as 75 per cent) of the market value or 
use a moving average (such as a five-year average) to 
minimize the effects of short-term market fluctuations. 
Another method used to minimize such fluctuations is to 
recognize appreciation annually based on an expected long- 
range growth rate (such as 3 per cent) applied to the cost 
(adjusted for appreciation previously so recognized) of 
common stocks; when this method is used, the total of cost 
and recognized appreciation usually is not permitted to 
exceed a specified percentage (such as 75 per cent) of the 
market value. Unrealized depreciation is recognized in
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full or on a basis similar to that used for unrealized 
appreciation.
Opinion
.30 The Board believes that actuarial gains and losses, 
including realized investment gains and losses, should be 
given effect in the provision for pension cost in a consistent 
manner that reflects the long-range nature of pension cost. 
Accordingly, except as otherwise indicated in paragraphs 
.31 and .33, actuarial gains and losses should be spread 
over the current year and future years or recognized on 
the basis of an average as described in paragraph .26. If 
this is not accomplished through the routine application of 
the method (for example, the unit credit method—see 
paragraph .27), the spreading or averaging should be ac­
complished by separate adjustments of the normal cost re­
sulting from the routine application of the method. Where 
spreading is accomplished by separate adjustments, the 
Board considers a period of from 10 to 20 years to be rea­
sonable. Alternatively, an effect similar to spreading or 
averaging may be obtained by applying net actuarial gains 
as a reduction of prior service cost in a manner that re­
duces the annual amount equivalent to interest on, or the 
annual amount of amortization of, such prior service cost, 
and does not reduce the period of amortization.
.31 Actuarial gains and losses should be recognized 
immediately if they arise from a single occurrence not di­
rectly related to the operation of the pension plan and not 
in the ordinary course of the employer’s business. An ex­
ample of such occurrences is a plant closing, in which case 
the actuarial gain or loss should be treated as an adjust­
ment of the net gain or loss from that occurrence and not 
as an adjustment of pension cost for the year. Another 
example of such occurrences is a merger or acquisition ac­
counted for as a purchase, in which case the actuarial gain 
or loss should be treated as an adjustment of the purchase 
price. However, if the transaction is accounted for as a 
pooling of interests, the actuarial gain or loss should gen­
erally be treated as described in paragraph .30.
.32 The Board believes unrealized appreciation and 
depreciation should be recognized in the determination of 
the provision for pension cost on a rational and systematic
Revenue and Expense
§ 4063.30 © 1968, American Institute of Certified Public Accountants, Inc.
Accounting for the Cost of Pension Plans 2373
basis that avoids giving undue weight to short-term market 
fluctuations (as by using a method similar to those referred 
to in paragraph .29). Such recognition should be given 
either in the actuarial assumptions or as described in para­
graph .30 for other actuarial gains and losses. Ordinarily 
appreciation and depreciation need not be recognized for 
debt securities expected to be held to maturity and re­
deemed at face value.
.33 Under variable annuity and similar plans the 
retirement benefits vary with changes in the value of a 
specified portfolio of equity investments. In these cases, 
investment gains or losses, whether realized or unrealized, 
should be recognized in computing pension cost only to the 
extent that they will not be applied in determining retire­
ment benefits.
EMPLOYEES INCLUDED IN COST CALCULATIONS 
Discussion
.34 Under some plans employees become eligible for 
coverage when they are employed; other plans have re­
quirements of age or length of service or both. Some plans 
state only the conditions an employee must meet to receive 
benefits but do not otherwise deal with coverage. Ordi­
narily actuarial valuations exclude employees likely to 
leave the company within a short time after employment.
This simplifies the actuarial calculations. Accordingly, ac­
tuarial calculations ordinarily exclude employees on the 
basis of eligibility requirements and, in some cases, exclude 
covered employees during the early years of service.
.35 If provisions are not made for employees from 
the date of employment, pension cost may be understated.
On the other hand, the effect of including all employees 
would be partially offset by an increase in the turnover 
assumption; therefore, the inclusion of employees during 
early years of service may expand the volume of the calcu­
lations without significantly changing the provisions for 
pension cost.
Opinion
.36 The Board believes that all employees who may 
reasonably be expected to receive benefits under a pension 
plan should be included in the cost calculations, giving ap-
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propriate recognition to anticipated turnover. As a practi­
cal matter, however, when the effect of exclusion is not 
material it is appropriate to omit certain employees from 
the calculations.
COMPANIES WITH MORE THAN ONE PLAN
Opinion
.37 A company that has more than one pension plan 
need not use the same actuarial cost method for each one; 
however, the accounting for each plan should conform to 
this Opinion. If a company has two or more plans covering 
substantial portions of the same employee classes and if  
the assets in any of the plans ultimately can be used in 
paying present or future benefits of another plan or plans, 
such plans may fee treated as one plan for purposes of de­
termining pension cost.
DEFINED-CONTRIBT I ON PLANS
Opinion
.38 Some defined-contribution plans state that con­
tributions will be made in accordance with a specified for­
mula and that benefit payments will be based on the amounts 
accumulated from such contributions. For such a plan the 
contribution applicable to a particular year should be the 
pension cost for that year.
.39 Some defined-contribution plans have defined bene­
fits. In these circumstances, the plan requires careful analy­
sis. When the substance of the plan is to provide the defined 
benefits, the annual pension cost should be determined in 
accordance with the conclusions of this Opinion applicable 
to defined-benefit plans.
INSURED PLANS
Opinion
.40 Insured plans are forms of funding arrangements 
and their use should not affect the accounting principles 
applicable to the determination of pension cost. Cost under 
individual policy plans is ordinarily determined by the in­
dividual level premium method, and cost under group de­
ferred annuity contracts is ordinarily determined by the 
unit credit method. Cost under deposit administration con­
tracts, which operate similarly to trust-fund plans, may be
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determined on any of several methods. Some elements of 
pension cost, such as the application of actuarial gains 
(dividends, termination credits, etc.), may at times cause 
differences between the amounts being paid to the insurance 
company and the cost being recognized for accounting pur­
poses. The Board believes that pension cost under insured 
plans should be determined in conformity with the conclu­
sions of this section.
.41 Individual annuity or life insurance policies and 
group deferred annuity contracts are often used for plans 
covering small employee groups. Employers using one of 
these forms of funding exclusively do not ordinarily have 
ready access to actuarial advice in determining pension 
cost. Three factors to be considered in deciding whether the 
amount of net premiums paid is the appropriate charge to 
expense are dividends, termination credits and pension cost 
for employees not yet covered under the plan. Usually, the 
procedures adopted by insurance companies in arriving at 
the amount of dividends meet the requirements of para­
graph .30; consequently, in the absence of wide year-to-year 
fluctuations such dividends should be recognized in the 
year credited. Termination credits should be spread or 
averaged in accordance with paragraph .30. Unless the 
period from date of employment to date of coverage under 
the plan is so long as to have a material effect on pension 
cost, no provision need be made for employees expected to 
become covered under the plan. If such a provision is made, 
it need not necessarily be based on the application of an 
actuarial cost method.
EFFECT OF FUNDING
Opinion
.42 This section is written primarily in terms of pen­
sion plans that are funded. The accounting described ap­
plies also to plans that are unfunded. In unfunded plans, 
pension cost should be determined under an acceptable ac­
tuarial cost method in the same manner as for funded plans; 
however, because there is no fund to earn the assumed rate 
of interest, the pension-cost provision for the current year 
should be increased by an amount equivalent to the interest 
that would have been earned in the current year if the 
prior-year provisions had been funded.
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.43 For funded plans, the amount of the pension cost 
determined under this section may vary from the amount 
funded. When this occurs, the pension-cost provision for 
the year should be increased by an amount equivalent to 
interest on the prior-year provisions not funded or be de­
creased by an amount equivalent to interest on prior-year 
funding in excess of provisions.
.44 A pension plan may become overfunded (that is, 
have fund assets in excess of all prior service cost assigned 
under the actuarial method in use for accounting purposes) 
as a result of contributions or as a result of actuarial gains. 
In determining provisions for pension cost, the effects of 
such overfunding are appropriately recognized in the cur­
rent and future years through the operation of paragraph 
.30 or .43. As to a plan that is overfunded on the effective 
date of this section see paragraph .48.
INCOME TAXES
Opinion
.45 When pension cost is recognized for tax pur­
poses in a period other than the one in which recognized 
for financial reporting, appropriate consideration should 
be given to allocation of income taxes among accounting 
periods. (See section 4091.)
DISCLOSURE
Opinion
.46 The Board believes that pension plans are of suffi­
cient importance to an understanding of financial posi­
tion and results of operations that the following disclosures 
should be made in financial statements or their notes:
1. A statement that such plans exist, identifying 
or describing the employee groups covered.
2. A statement of the company’s accounting and 
funding policies.
3. The provision for pension cost for the period.
4. The excess, if  any, of the actuarially computed 
value of vested benefits over the total of the 
pension fund and any balance-sheet pension 
accruals, less any pension prepayments or de­
ferred charges.
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5. Nature and effect of significant matters affect­
ing comparability for all periods presented, 
such as changes in accounting methods (ac­
tuarial cost method, amortization of past and 
prior service cost, treatment of actuarial gains 
and losses, etc.), changes in circumstances 
(actuarial assumptions, etc.), or adoption or 
amendment of a plan.
An example of what the Board considers to be appropriate 
disclosure is as follows:
The company and its subsidiaries have several pension plans covering substantially all of their employees, including certain employees in foreign countries. The total pension expense for the yearwas $____________ ______ , which includes, as tocertain of the plans, amortization of prior service cost over periods ranging from 25 to 40 years. The company’s policy is to fund pension cost accrued.The actuarially computed value of vested benefitsfor all plans as of December 31, 19___ , exceededthe total of the pension fund and balance-sheet accruals less pension prepayments and deferredcharges by approximately $---------------------------  Achange during the year in the actuarial cost method used in computing pension cost had the effect of reducing net income for the year by approximately $---------------------
CHANGES IN ACCOUNTING METHOD
Opinion
.47 On occasion a company may change its method of 
accounting for pension cost from one acceptable method 
under this section to another. Such a change might be a 
change in the actuarial cost method, in the amortization of 
past and prior service cost, in the treatment of actuarial 
gains and losses, or in other factors. When such a change 
is made subsequent to the effective date of this section, 
a question arises about the accounting for the difference be­
tween the cost actually provided under the old method and 
the cost that would have been provided under the new 
method. The Board believes that pension cost provided 
under an acceptable method of accounting in prior periods 
should not be changed subsequently. Therefore, the effect 
on prior-year cost of a change in accounting method should 
be applied prospectively to the cost of the current year and
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future years, in a manner consistent with the conclusions 
of this section, and not retroactively as an adjustment 
of retained earnings or otherwise. The change and its effect 
should be disclosed as indicated in paragraph .46.
TRANSITION TO RECOMMENDED PRACTICES
Opinion
.48 For purposes of this section, any unamortized 
prior service cost (computed under the actuarial cost 
method to be used for accounting purposes in the future) 
on the effective date of this section may be treated as 
though it arose from an amendment of the plan on that date 
rather than on the actual dates of adoption or amendment 
of the plan. If the pension plan is overfunded (see para­
graph .44) on the effective date of this section, the amount 
by which it is overfunded (computed under the actuarial 
cost method to be used for accounting purposes in the 
future) should be treated as an actuarial gain realized on 
that date and should be accounted for as described in para­
graph .30.
.49 The effect of any changes in accounting methods 
made as a result of the issuance of this section should be 
applied prospectively to the cost of the current year and 
future years in a manner consistent with the conclusions 
of this section, and not retroactively by an adjustment of 
retained earnings or otherwise. The change and its effect 
should be disclosed as indicated in paragraph .46.
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Section 4063A
Accounting for the Cost 
of Pension Plans—
Appendix A
ACTUARIAL VALUATIONS, ASSUMPTIONS AND 
COST METHODS
ACTUARIAL VALUATIONS
.01 An actuarial valuation of a pension plan is the 
process used by actuaries for determining the amounts an 
employer is to contribute (pay, fund) under a pension plan 
(except where an insured arrangement calls for payment 
of specified premiums). A valuation is made as of a specific 
date, which need not coincide with the end of the period for 
which a payment based on the valuation will be made. In­
deed, it is uncommon for such a coincidence of dates to 
exist. Among other factors, a time lag is necessary in order 
to compile the data and to permit the actuary to make the 
necessary calculations. Although annual valuations are, 
perhaps, the rule, some employers have valuations made at 
less frequent intervals, in some cases as infrequently as 
every five years. The calculations are made for a closed 
group — ordinarily, employees presently covered by the 
plan, former employees having vested rights and retired 
employees currently receiving benefits.
.02 An initial step in making a valuation is to deter­
mine the present value on the valuation date of benefits to 
be paid over varying periods of time in the future to em­
ployees after retirement (plus any other benefits under the 
plan). An actuarial cost method (see description in a later 
section of this Appendix) is then applied to this present 
value to determine the contributions to be made by the 
employer.
.03 The resulting determinations are estimates, since 
in making a valuation a number of significant uncertainties 
concerning future events must be resolved by making sev­
eral actuarial assumptions.
N o t e  : For further discussion see Appendix C of Accounting Research 
Study No. 8, Accounting for the Cost of Pension Plans by Ernest L. Hicks, 
CPA, published by the American Institute of Certified Public Accountants 
in 1965.
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ACTUARIAL ASSUMPTIONS
.04 The uncertainties in estimating the cost of a pen­
sion plan relate to (1) interest (return on funds invested),
(2) expenses of administration and (3) the amounts and 
timing of benefits to be paid with respect to presently re­
tired employees, former employees whose benefits have 
vested and present employees.
Interest (Return on Funds Invested)
.05 The rate of interest used in an actuarial valuation 
is an expression of the average rate of earnings that can be 
expected on the funds invested or to be invested to provide 
for the future benefits. Since in most instances the invest­
ments include equity securities as well as debt securities, 
the earnings include dividends as well as interest; gains 
and losses on investments are also a factor. For simplicity, 
however, the rate is ordinarily called the interest rate.
Expenses of Administration
.06 In many instances the expenses of administering 
a pension plan—for example, fees of attorneys, actuaries 
and trustees, and the cost of keeping pension records—are 
home directly by the employer. In other cases, such ex­
penses, or some of them, are paid by a trust or insurance 
company from funds contributed by the employer. In the 
latter cases, expenses to he incurred in the future must be 
estimated in computing the employer’s pension cost.
Benefits
.07 Several assumptions must be made as to the 
amounts and timing of the future benefits whose present 
value is used in expressing the cost of a pension plan. The 
principal assumptions are as follows:
a. Future compensation levels. Benefits under 
some pension plans depend in part on future compensation 
levels. Under plans of this type, an estimate is ordinarily 
made of normal increases expected from the progression of 
employees through the various earnings-rate categories, 
based on the employer’s experience. General earnings-level 
increases, such as those which may result from inflation, 
are usually excluded from this actuarial assumption.
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b. Cost-of-living. To protect the purchasing 
power of retirement benefits, some plans provide that the 
benefits otherwise determined will be adjusted from time 
to time to reflect variations in a specific index, such as the 
Consumer Price Index of the United States Bureau of 
Labor Statistics. In estimating the cost of such a plan, 
expected future changes in the cost-of-living index may 
be included in the actuarial assumptions.
c. Mortality. The length of time an employee cov­
ered by a pension plan will live is an important factor in 
estimating the cost of the benefit payments he will receive.
If an employee dies before he becomes eligible for pension 
benefits, he receives no payments, although in some plans 
his beneficiaries receive lump-sum or periodic benefits. The 
total amount of pension benefits for employees who reach 
retirement is determined in large part by how long they 
live thereafter. Estimates regarding mortality are based 
on mortality tables.
d. Retirement age. Most plans provide a normal 
retirement age, but many plans permit employees to work 
thereafter under certain conditions. Some plans provide 
for retirement in advance of the normal age in case of 
disability, and most plans permit early retirement at the 
employee’s option under certain conditions. When there 
are such provisions, an estimate is made of their effect on 
the amount and timing of the benefits which will ultimately 
be paid.
e. Turnover. In many plans, some employees who 
leave employment with the employer before completing 
vesting requirements forfeit their rights to receive benefits.
In estimating the amount of future benefits, an allowance 
for the effect of turnover may be made.
f. Vesting. Many plans provide that after a stated 
number of years of service an employee becomes entitled 
to receive benefits (commencing at his normal retirement 
age and usually varying in amount with his number of 
years of service) even though he leaves the company for 
a reason other than retirement. This is taken into consid­
eration in estimating the effect of turnover.
g. Social security benefits. For plans providing 
for a reduction of pensions by all or part of social security
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benefits, it is necessary in estimating future pension benefits 
to estimate the effect of future social security benefits. 
Ordinarily, this estimate is based on the assumption that 
such benefits will remain at the level in effect at the time 
the valuation is being made.
Actuarial Gains and Losses
.08 The likelihood that actual events will coincide with 
each of the assumptions used is so remote as to constitute 
an impossibility. As a result, the actuarial assumptions 
used may be changed from time to time as experience and 
judgment dictate. In addition, whether or not the assump­
tions as to events in the future are changed, it is often 
necessary to recognize in the calculations the effect of dif­
ferences between actual prior experience and the assump­
tions used in the past.
ACTUARIAL COST METHODS
.09 Actuarial cost methods have been developed by 
actuaries as funding techniques to be used in actuarial 
valuations. As indicated in paragraph .19 of section 
4063, many of the actuarial cost methods are also useful 
for accounting purposes. The following discussion of the 
principal methods describes them as funding techniques 
(to simplify the discussion, references to prior service cost 
arising on amendment of a plan have been omitted; such 
cost would ordinarily be treated in a manner consistent 
with that described for past service cost). Their applica­
tion for accounting purposes is described in section 4063.
Accrued Benefit Cost M ethod-U nit Credit Method
.10 Under the unit credit method, future service bene­
fits (pension benefits based on service after the inception 
of a plan) are funded as they accrue—that is, as each em­
ployee works out the service period involved. Thus, the 
normal cost under this method for a particular year is the 
present value of the units of future benefit credited to em­
ployees for service in that year (hence unit credit). For 
example, if  a plan provides benefits of $5 per month for 
each year of credited service, the normal cost for a par­
ticular employee for a particular year is the present value 
(adjusted for mortality and usually for turnover) of an
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annuity of $5 per month beginning at the employee’s antic­
ipated retirement date and continuing throughout his life.
.11 The past service cost under the unit credit method 
is the present value at the plan’s inception date of the units 
of future benefit credited to employees for service prior to 
the inception date.
.12 The annual contribution under the unit credit 
method ordinarily comprises (1) the normal cost and (2) 
an amount for past service cost. The latter may comprise 
only an amount equivalent to interest on the unfunded 
balance or may also include an amount intended to reduce 
the unfunded balance.
.13 As to an individual employee, the annual normal 
cost for an equal unit of benefit each year increases because 
the period to the employee’s retirement continually shortens 
and the probability of reaching retirement increases; also, 
in some plans, the retirement benefits are related to salary 
levels, which usually increase during the years. As to 
the employees collectively, however, the step-up effect is 
masked, since older employees generating the highest an­
nual cost are continually replaced by new employees gen­
erating the lowest. For a mature employee group, the 
normal cost would tend to be the same each year.
.14 The unit credit method is almost always used 
when the funding instrument is a group annuity contract 
and may also be used in trusteed plans and deposit ad­
ministration contracts where the benefit is a stated amount 
per year of service. This method is not frequently used 
where the benefit is a fixed amount (for example, $100 per 
month) or where the current year’s benefit is based on earn­
ings of a future period.
Projected Benefit Cost Methods
.15 As explained above, the accrued benefit cost 
method (unit credit method) recognizes the cost of benefits 
only when they have accrued (in the limited sense that the 
employee service on which benefits are based has been ren­
dered). By contrast, the projected benefit cost methods look 
forward. That is, they assign the entire cost of an em­
ployee’s projected benefits to past, present and future pe­
riods. This is done in a manner not directly related to the
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periods during which the service on which the benefits are 
based has been or will be rendered. The principal pro­
jected benefit cost methods are discussed below.
.16 Entry age normal method. Under the entry age 
normal method, the normal costs are computed on the as­
sumption (1) that every employee entered the plan (thus, 
entry age) at the time of employment or at the earliest 
time he would have been eligible if the plan had been in 
existence and (2) that contributions have been made on this 
basis from the entry age to the date of the actuarial valua­
tion. The contributions are the level annual amounts which, 
if accumulated at the rate of interest used in the actuarial 
valuation, would result in a fund equal to the present value 
of the pensions at retirement for the employees who sur­
vive to that time.
.17 Normal cost under this method is the level amount 
to be contributed for each year. When a plan is established 
after the company has been in existence for some time, past 
service cost under this method at the plan’s inception date 
is theoretically the amount of the fund that would have been 
accumulated had annual contributions equal to the normal 
cost been made in prior years.
.18 In theory, the entry age normal method is applied 
on an individual basis. It may be applied, however, on an 
aggregate basis, in which case separate amounts are not 
determined for individual employees. Further variations 
in practice often encountered are (1) the use of an average 
entry age, (2) the use, particularly when benefits are based 
on employees’ earnings, of a level percentage of payroll in 
determining annual payments and (3) the computation of 
past service cost as the difference between the present value 
of employees’ projected benefits and the present value of 
the employer’s projected normal cost contributions. In 
some plans, the normal cost contribution rate may be based 
on a stated amount per employee. In other plans the normal 
cost contribution itself may be stated as a flat amount.
.19 In valuations for years other than the initial year 
the past service cost may be frozen (that is, the unfunded 
amount of such cost is changed only to recognize payments 
and the effect of interest). Accordingly, actuarial gains and 
losses are spread into the future, entering into the normal
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cost for future years. If past service cost is not frozen, the 
unfunded amount includes the effects of actuarial gains and 
losses realized prior to the date of the valuation being made.
.20 The annual contribution under the entry age nor­
mal method ordinarily comprises (1) the normal cost and 
(2) an amount for past service cost. The latter may com­
prise only an amount equivalent to interest on the unfunded 
balance or may also include an amount intended to reduce 
the unfunded balance.
.21 The entry age normal method is often used with 
trusteed plans and deposit administration contracts.
.22 Individual level premium method. The individual 
level premium method assigns the cost of each employee’s 
pension in level annual amounts, or as a level percentage 
of the employee’s compensation, over the period from the 
inception date of a plan (or the date of his entry into the 
plan, if later) to his retirement date. Thus, past service 
cost is not determined separately but is included in nor­
mal cost.
.23 The most common use of the individual level 
premium method is with funding by individual insurance 
or annuity policies. It may be used, however, with trusteed 
plans and deposit administration contracts.
.24 In plans using individual annuity policies, the 
employer is protected against actuarial losses, since pre­
miums paid are not ordinarily subject to retroactive in­
creases. The insurance company may, however, pass part 
of any actuarial gains along to the employer by means 
of dividends. Employee turnover may be another source 
of actuarial gains under such insured plans, since all 
or part of the cash surrender values of policies previously 
purchased for employees leaving the employer for reasons 
other than retirement may revert to the company (or 
to the trust). Dividends and cash surrender values are 
ordinarily used to reduce the premiums payable for the 
next period.
.25 The individual level premium method generates 
annual costs which are initially very high and which ulti­
mately drop to the level of the normal cost determined 
under the entry age normal method. The high initial costs
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arise because the past service cost (although not separately 
identified) for employees near retirement when the plan 
is adopted is in effect amortized over a very short period.
.26 Aggregate method. The aggregate method ap­
plies on a collective basis the principle followed for indi­
viduals in the individual level premium method. That is, 
the entire unfunded cost of future pension benefits (in­
cluding benefits to be paid to employees who have retired 
as of the date of the valuation) is spread over the average 
future service lives of employees who are active as of 
the date of the valuation. In most cases this is done by 
the use of a percentage of payroll.
.27 The aggregate method does not deal separately 
with past service cost (but includes such cost in normal 
cost). Actuarial gains and losses enter into the deter­
mination of the contribution rate and, consequently, are 
spread over future periods.
.28 Annual contributions under the aggregate method 
decrease, but the rate of decrease is less extreme than 
under the individual level premium method. The aggregate 
cost method amortizes past service cost (not separately 
identified) over the average future service lives of em­
ployees, thus avoiding the very short individual amortiza­
tion periods of the individual level premium method.
.29 The aggregate method may be modified by intro­
ducing past service cost. If the past service cost is de­
termined by the entry age normal method, the modified 
aggregate method is the same as the entry age normal 
method applied on the aggregate basis. If the past serv­
ice cost is determined by the unit credit method, the modi­
fied aggregate method is called the attained age normal 
method (discussed below).
.30 The aggregate method is used principally with 
trusteed plans and deposit administration contracts.
.31 Attained age normal method. The attained age 
normal method is a variant of the aggregate method or 
individual level premium method in which past service 
cost, determined under the unit credit method, is recog­
nized separately. The cost of each employee’s benefits 
assigned to years after the inception of the plan is spread
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over the employee's future service life. Normal cost con­
tributions under the attained age normal method, usually 
determined as a percentage of payroll, tend to decline 
but less markedly than under the aggregate method or 
the individual level premium method.
.32 As with the unit credit and entry age normal 
methods, the annual contribution for past service cost 
may comprise only an amount equivalent to interest on 
the unfunded balance or may also include an amount in­
tended to reduce the unfunded balance.
.33 The attained age normal method is used with 
trusteed plans and deposit administration contracts.
Terminal Funding
.34 Under terminal funding, funding for future bene­
fit payments is made only at the end of an employee's 
period of active service. At that time the employer either 
purchases a single-premium annuity which will provide 
the retirement benefit or makes an actuarially equivalent 
contribution to a trust. (Note—This method is not accepta­
ble for determining the provision for pension cost under 
section 4063.)
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GLOSSARY
.01 Accrue (Accrual). When accrue ( accrual) is used 
in accounting discussions in section 4063, it has the cus­
tomary accounting meaning. When used in relation to 
actuarial terms or procedures, however, the intended mean­
ing differs somewhat. When actuaries say that pension 
benefits, actuarial costs or actuarial liabilities have ac­
crued, they ordinarily mean that the amounts are asso­
ciated, either specifically or by a process of allocation, with 
years of employee service before the date of a particular 
valuation of a pension plan. Actuaries do not ordinarily 
intend their use of the word accrue to have the more con­
clusive accounting significance.
.02 Accrued Benefit Cost Method. An actuarial cost 
method. See section 4063A.
.03 Actuarial Assumptions. Factors which actuaries 
use in tentatively resolving uncertainties concerning future 
events affecting pension cost; for example, mortality rate, 
employee turnover, compensation levels, investment earn­
ings, etc. See section 4063A.
.04 Actuarial Cost Method. A particular technique 
used by actuaries for establishing the amount and incidence 
of the annual actuarial cost of pension plan benefits, or 
benefits and expenses, and the related actuarial liability. 
Sometimes called funding method. See section 4063A.
.05 Actuarial Gains (Losses). The effects on actuari­
aily calculated pension cost of (a) deviations between 
actual prior experience and the actuarial assumptions used 
or (b) changes in actuarial assumptions as to future events.
.06 Actuarial Liability. The excess of the present 
value, as of the date of a pension plan valuation, of pro-
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spective pension benefits and administrative expenses over 
the sum of (1) the amount in the pension fund and (2) the 
present value of future contributions for normal cost de­
termined by any of several actuarial cost methods. (Some­
times referred to as unfunded actuarial liability.)
.07 Actuarial Valuation. The process by which an 
actuary estimates the present value of benefits to be paid 
under a pension plan and calculates the amounts of em­
ployer contributions or accounting charges for pension 
cost. See section 4063A.
.08 Actuarially Computed Value. See present value.
.09 Actuarially Computed Value of Vested Benefits.
See vested benefits.
.10 Actuary. There are no statutory qualifications 
required for actuaries. Membership in the American Aca­
demy of Actuaries, a comprehensive organization of the 
profession in the United States, is generally considered 
to be acceptable evidence of professional qualification.
.11 Aggregate Method. An actuarial cost method. See 
section 4063A.
.12 Assumptions. See actuarial assumptions.
.13 Attained Age Normal Method. An actuarial cost 
method. See section 4063A.
.14 Benefits (Pension Benefits) (Retirement Benefits).
The pensions and any other payments to which employees 
or their beneficiaries may be entitled under a pension plan.
.15 Contribute (Contribution). When used in connec­
tion with a pension plan, contribute ordinarily is synony­
mous with pay.
.16 Deferred Compensation Plan. An arrangement 
whereby specified portions of the employee’s compensa­
tion are payable in the form of retirement benefits.
.17 Deferred Profit-Sharing Plan. An arrangement 
whereby an employer provides for future retirement bene­
fits for employees from specified portions of the earnings 
of the business; the benefits for each employee are usually 
the amounts which can be provided by accumulated amounts 
specifically allocated to him.
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.18 Defined-Benefit Plan. A pension plan stating the 
benefits to be received by employees after retirement, or 
the method of determining such benefits. The employer’s 
contributions under such a plan are determined actuarially  
on the basis of the benefits expected to become payable.
.19 Defined-Contribution Plan. A pension plan which 
(a) states the benefits to be received by employees after 
retirement or the method of determining such benefits (as 
in the case of a defined-benefit plan) and (b) accompanies 
a separate agreement that provides a formula for calculat­
ing the employer’s contributions (for example, a fixed 
amount for each ton produced or for each hour worked, or a 
fixed percentage of compensation). Initially, the benefits 
stated in the plan are those which the contributions ex­
pected to be made by the employer can provide. If later 
the contributions are found to be inadequate or excessive 
for the purpose of funding the stated benefits on the 
basis originally contemplated, either the contributions or 
the benefits, or both, may be subsequently adjusted. In one 
type of defined-contribution plan (money-purchase plan) 
the employer’s contributions are determined for, and allo­
cated with respect to, specific individuals, usually as a per­
centage of compensation; the benefits for each employee are 
the amounts which can be provided by the sums contributed 
for him.
.20 Deposit Administration Contract. A funding in­
strument provided by an insurance company under which 
amounts contributed by an employer are not identified with 
specific employees until they retire. When an employee 
retires, the insurance company issues an annuity which 
will provide the benefits stipulated in the pension plan and 
transfers the single premium for the annuity from the em­
ployer’s accumulated contributions.
.21 Entry Age Normal Method. An actuarial cost 
method. See section 4063A.
.22 Fund. Used as a verb, fund means to pay over 
to a funding agency. Used as a noun, fund refers to assets 
accumulated in the hands of a funding agency for the pur­
pose of meeting retirement benefits when they become due.
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.23 Funded. The portion of pension cost that has been 
paid to a funding agency is said to have been funded.
.24 Funding Agency. An organization or individual, 
such as a specific corporate or individual trustee or an in­
surance company, which provides facilities for the accumu­
lation of assets to be used for the payment of benefits under 
a pension plan; an organization, such as a specific life in­
surance company, which provides facilities for the purchase 
of such benefits.
.25 Funding Method. See actuarial cost method.
.26 Individual Level Premium Method. An actuarial 
cost method. See section 4063A.
.27 Interest. The return earned or to be earned on 
funds invested or to be invested to provide for future pen­
sion benefits. In calling the return interest, it is recognized 
that in addition to interest on debt securities the earnings 
of a pension fund may include dividends on equity securi­
ties, rentals on real estate, and realized and unrealized gains 
or (as offsets) losses on fund investments. See section 
4063A.
.28 Mortality Rate. Death rate—the proportion of 
the number of deaths in a specified group to the number 
living at the beginning of the period in which the deaths 
occur. Actuaries use mortality tables, which show death 
rates for each age, in estimating the amount of future re­
tirement benefits which will become payable. See section 
4063A.
.29 Normal Cost. The annual cost assigned, under 
the actuarial cost method in use, to years subsequent to 
the inception of a pension plan or to a particular valuation 
date. See past service cost, prior service cost.
.30 Past Service Cost. Pension cost assigned, under 
the actuarial cost method in use, to years prior to the in­
ception of a pension plan. See normal cost, prior service 
cost.
.31 Pay-As-You-Go. A method of recognizing pen­
sion cost only when benefits are paid to retired employees. 
(Note—This is not an acceptable method for accounting 
purposes under section 4063.)
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.32 Pension Fund. See fund.
.33 Present Value (Actuarially Computed Value).
The current worth of an amount or series of amounts pay­
able or receivable in the future. Present value is deter­
mined by discounting the future amount or amounts at a 
predetermined rate of interest. In pension plan valuations, 
actuaries often combine arithmetic factors representing 
probability (e.g., mortality, withdrawal, future compensa­
tion levels) with arithmetic factors representing discount 
(interest). Consequently, to actuaries, determining the 
present value of future pension benefits may mean applying 
factors of both types.
.34 Prior Service Cost. Pension cost assigned, under 
the actuarial cost method in use, to years prior to the date 
of a particular actuarial valuation. Prior service cost in­
cludes any remaining past service cost. See normal cost, 
past service cost.
.35 Projected Benefit Cost Method. A type of actuarial 
cost method. See section 4063A.
.36 Provision (Provide). An accounting term mean­
ing a charge against income for an estimated expense, such 
as pension cost.
.37 Service. Employment taken into consideration 
under a pension plan. Years of employment before the in­
ception of a plan constitute an employee’s past service; 
years thereafter are classified in relation to the particular 
actuarial valuation being made or discussed. Years of em­
ployment (including past service) prior to the date of a 
particular valuation constitute prior service; years of em­
ployment following the date of the valuation constitute 
future service.
.38 Terminal Funding. An actuarial cost method. See 
section 4063A. (Note—This is not an acceptable actuarial 
cost method for accounting purposes under section 4063.)
.39 Trust Fund Plan. A pension plan for which the 
funding instrument is a trust agreement.
.40 Turnover. Termination of employment for a rea­
son other than death or retirement. See withdrawal, sec­
tion 4063A.
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.41 Unit Credit Method. An actuarial cost method. 
See section 4063A.
.42 Valuation. See actuarial valuation, section 4063A.
.43 Vested Benefits. Benefits that are not contingent 
on the employee’s continuing in the service of the employer. 
In some plans the payment of the benefits will begin only 
when the employee reaches the normal retirement date; 
in other plans the payment of the benefits will begin when 
the employee retires (which may be before or after the 
normal retirement date). The actuarially computed value 
of vested benefits, as used in section 4063, represents the 
present value, at the date of determination, of the sum 
of (a) the benefits expected to become payable to former 
employees who have retired, or who have terminated serv­
ice with vested rights, at the date of determination; and (b) 
the benefits, based on service rendered prior to the date of 
determination, expected to become payable at future dates 
to present employees, taking into account the probable 
time that employees will retire, at the vesting percentages 
applicable at the date of determination. The determination 
of vested benefits is not affected by other conditions, such as 
inadequacy of the pension fund, which may prevent the 
employee from receiving the vested benefits.
.44 Withdrawal. The removal of an employee from 
coverage under a pension plan for a reason other than 
death or retirement. See turnover.
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Depreciation and 
High Costs
Section 4071
Issue date, unless 
otherwise indicated:
June, 1953
.01 In December, 1947, the committee issued Account­
ing Research Bulletin No. 33, dealing with the subject of 
depreciation and high costs. In October, 1948, it published 
a letter to the membership reaffirming the opinion ex­
pressed in the bulletin.
.02 The subject is one of continuing importance. The 
committee once more expresses its approval of the basic 
conclusions asserted in both publications, but in view of the 
many requests received for further consideration of vari­
ous aspects of the problem has placed the subject on its 
agenda for further study.
.03 Accounting Research Bulletin No. 33 read as 
follow s:
.04 “ The American Institute of Accountants com­
mittee on accounting procedure has given extensive con­
sideration to the problem of making adequate provision for 
the replacement of plant facilities in view of recent sharp 
increases in the price level. The problem requires con­
sideration of charges against current income for deprecia­
tion of facilities acquired at lower price levels.
.05 “ The committee recognizes that business manage­
ment has the responsibility of providing for replacement of 
plant and machinery. It also recognizes that, in reporting 
profits today, the cost of material and labor is reflected in 
terms of ‘inflated’ dollars while the cost of productive fa­
cilities in which capital was invested at a lower price level 
is reflected in terms of dollars whose purchasing power 
was much greater. There is no doubt that in considering 
depreciation in connection with product costs, prices, and 
business policies, management must take into consideration 
the probability that plant and machinery will have to be
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replaced at costs much greater than those of the facilities 
now in use.
.06 “ When there are gross discrepancies between the 
cost and current values of productive facilities, the com­
mittee believes that it is entirely proper for management to 
make annual appropriations of net income or surplus in 
contemplation of replacement of such facilities at higher 
price levels.
.07 “ It has been suggested in some quarters that the 
problem he met by increasing depreciation charges against 
current income. The committee does not believe that this 
is a satisfactory solution at this time. It believes that ac­
counting and financial reporting for general use will best 
serve their purposes by adhering to the generally accepted 
concept of depreciation on cost, at least until the dollar is 
stabilized at some level. An attempt to recognize current 
prices in providing depreciation, to be consistent, would 
require the serious step of formally recording appraised 
current values for all properties, and continuous and con­
sistent depreciation charges based on the new values. With­
out such formal steps, there would be no objective standard 
by which to judge the propriety of the amounts of deprecia­
tion charges against current income, and the significance 
of recorded amounts of profit might be seriously impaired.
.08 “ It would not increase the usefulness of reported 
corporate income figures if some companies charged de­
preciation on appraised values while others adhered to 
cost. The committee believes, therefore, that consideration 
of radical changes in accepted accounting procedure should 
not be undertaken, at least until a stable price level would 
make it practicable for business as a whole to make the 
change at the same time.
.09 “ The committee disapproves immediate write­
downs of plant cost by charges against current income in 
amounts believed to represent excessive or abnormal costs 
occasioned by current price levels. However, the com­
mittee calls attention to the fact that plants expected to 
have less than normal useful life can properly be depre­
ciated on a systematic basis related to economic usefulness. ’’
.10 The letter of October 14, 1948, was addressed to 
the members of the Institute and read as follow s:
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.11 “ The committee on accounting procedure has 
reached the conclusion that no basic change in the account­
ing treatment of depreciation of plant and equipment is 
practicable or desirable under present conditions to meet 
the problem created by the decline in the purchasing power 
of the dollar.
.12 “ The committee has given intensive study to this 
problem and has examined and discussed various sugges­
tions which have been made to meet it. It has solicited and 
considered hundreds of opinions on this subject expressed 
by businessmen, bankers, economists, labor leaders, and 
others. While there are differences of opinion, the pre­
vailing sentiment in these groups is against any basic 
change in present accounting procedures. The committee 
believes that such a change would confuse readers of finan­
cial statements and nullify many of the gains that have been 
made toward clearer presentation of corporate finances.
.13 “ Should inflation proceed so far that original 
dollar costs lose their practical significance, it might be­
come necessary to restate all assets in terms of the depre­
ciated currency, as has been done in some countries. But it 
does not seem to the committee that such action should be 
recommended now if financial statements are to have maxi­
mum usefulness to the greatest number of users.
.14 “ The committee, therefore, reaffirms the opinion 
it expressed in Accounting Research Bulletin No. 33, De­
cember, 1947.
.15 ‘‘Any basic change in the accounting treatment of 
depreciation should await further study of the nature and 
concept of business income.
.16 “ The immediate problem can and should be met 
by financial management. The committee recognizes that 
the common forms of financial statements may permit mis­
understanding as to the amount which a corporation has 
available for distribution in the form of dividends, higher 
wages, or lower prices for the company’s products. When 
prices have risen appreciably since original investments in 
plant and facilities were made, a substantial proportion of 
net income as currently reported must be reinvested in the 
business in order to maintain assets at the same level of 
productivity at the end of a year as at the beginning.
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.17 “ Stockholders, employees, and the general public 
should be informed that a business must be able to retain 
out of profits amounts sufficient to replace productive fa­
cilities at current prices if it is to stay in business. The 
committee therefore gives its full support to the use of 
supplementary financial schedules, explanations or foot­
notes by which management may explain the need for re­
tention of earnings.”
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Depreciation on 
Appreciation
Section 4072
Effective for fiscal periods 
beginning after December 
31, 1965, unless otherwise 
indicated
.01 The Board is of the opinion that property, plant 
and equipment should not be written up by an entity to 
reflect appraisal, market or current values which are above 
cost to the entity. This statement is not intended to change 
accounting practices followed in connection with quasi-re­
organizations 1 or reorganizations. This statement may not 
apply to foreign operations under unusual conditions such 
as serious inflation or currency devaluation. However, when 
the accounts of a company with foreign operations are 
translated into United States currency for consolidation, 
such write-ups normally are eliminated. Whenever appre­
ciation has been recorded on the books, income should be 
charged with depreciation computed on the written up 
amounts.
1 See section 5581, Quasi-Reorganization or Corporate Readjustment.
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Emergency Facilities— 
Depreciation and 
Amortization
Section 4073
Issue date, unless 
otherwise indicated: 
June, 1953 1
CERTIFICATES OF NECESSITY
.01 Section 124A of the Internal Revenue Code, which 
was added by the Revenue Act of 1950, provides for the 
issuance of certificates of necessity under which all or part 
of the cost of so-called emergency facilities may be amor­
tized over a period of 60 months for income tax purposes. 
In many cases, the amounts involved are material, and com­
panies are faced with the problem of deciding whether to 
adopt the 60-month period over which the portions of the 
cost of the facilities covered by certificates of necessity 
may be amortized for income tax purposes as the period 
over which they are to be depreciated in the accounts.
.02 Thinking on this question apparently has become 
confused because many so-called percentage certificates 
have been issued covering less than the entire cost of the 
facility. This fact, together with the fact that the probable 
economic usefulness of the facility after the close of the 
five-year amortization period is considered by the certifying 
authority in determining the percentage covered by these 
certificates, has led many to believe that the percentage used 
represents the government’s conclusion as to the propor­
tion of the cost of the facility that is not expected to have 
usefulness at the end of five years.
.03 In some cases, it is apparent that the probable 
lack of economic usefulness of the facility after the close 
of the amortization period must constitute the principal if 
not the sole basis for determining the percentage to be
1 The material included in this section is from ARB 43, Chapter 9, Sec­
tion C. Paragraphs 11-13 of that Bulletin were superseded by APB Opinion 
No. 11, effective for fiscal periods beginning after December 31, 1967.
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included in the certificate. However, it must be recognized 
that the certifying authority has acted under orders to give 
consideration also to a variety of other factors to the end 
that the amount certified may be the minimum amount nec­
essary to secure expansion of industrial capacity in the 
interest of national defense during the emergency period. 
Among the factors required to be considered in the issuance 
of these certificates, in addition to loss of useful value, are 
(a) character of business, (b) extent of risk assumed (in­
cluding the amount and source of capital employed, and the 
potentiality of recovering capital or retiring debt through 
tax savings or pricing), (c) assistance to small business and 
promotion of competition, (d) compliance with government 
policies (e.g., dispersal for security), and (e) other types 
of incentives provided by government, such as direct gov­
ernment loans, guaranties, and contractual arrangements.
DEPRECIATION CONSIDERATIONS
.04 The argument has been advanced from time to 
time that, since the portion of the cost of properties covered 
by certificates of necessity is amortized over a five-year 
period for income tax purposes, it is necessary to follow  
the same procedure in the accounts. Sound financial ac­
counting procedures do not necessarily coincide with the 
rules as to what shall be included in “ gross income,” or 
allowed as a deduction therefrom, in arriving at taxable net 
income. It is well recognized that such rules should not be 
followed for financial accounting purposes if they do not 
conform to generally accepted accounting principles. How­
ever, where the results obtained from following income tax procedures do not materially differ from those obtained 
where generally accepted accounting principles are fol­
lowed, there are practical advantages in keeping the ac­
counts in agreement with the income tax returns.
.05 The cost of a productive facility is one of the costs 
of the services it renders during its useful economic life. 
Generally accepted accounting principles require that this 
cost be spread over the expected useful life of the facility in 
such a way as to allocate it as equitably as possible to the 
periods during which services are obtained from the use of 
the facility. This procedure is known as depreciation ac­
counting, a system of accounting which aims to distribute
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the cost or other basic value of tangible capital assets, less 
salvage (if any), over the estimated useful life of the unit 
(which may be a group of assets) in a systematic and ra­
tional manner. It is a process of allocation, not of valuation.
.06 The committee is of the opinion that from an ac­
counting standpoint there is nothing inherent in the nature 
of emergency facilities which requires the depreciation or 
amortization of their cost for financial accounting purposes 
over either a shorter or a longer period than would be 
proper if no certificate of necessity had been issued. E sti­
mates of the probable useful life of a facility by those best 
informed in the matter may indicate either a shorter or a 
longer life than the statutory 60-month period over which 
the certified portion of its cost is deductible for income 
tax purposes.
.07 In determining the proper amount of annual de­
preciation with respect to emergency facilities for financial 
accounting purposes, it must be recognized that a great 
many of these facilities are being acquired primarily for 
what they can produce during the emergency period. To 
whatever extent it is reasonable to expect the useful eco­
nomic life of a facility to end with the close of the amortiza­
tion period, the cost of the facility is a proper cost of 
operation during that period.
.08 In determining the prospective usefulness of such 
facilities it will be necessary to consider their adaptability 
to post-emergency use, the effect of their use upon economic 
utilization of other facilities, the possibility of excessive 
costs due to expedited construction or emergency condi­
tions, and the fact that no deductions for depreciation of 
the certified portion will be allowable for income tax pur­
poses in the post-amortization years if the company elects 
to claim the amortization deduction. The purposes for 
which emergency facilities are acquired in a great many 
cases are such as to leave major uncertainties as to the 
extent of their use during the amortization period and as to 
their subsequent usefulness—uncertainties which are not 
normally encountered in the acquisition and use of op­
erating facilities.
.09 Consideration of these factors, the committee be­
lieves, will in many cases result in the determination of de-
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preciation charges during the amortization period in excess 
of the depreciation that would be appropriate if these fac­
tors were not involved. Frequently they will be so com­
pelling as to indicate the need for recording depreciation of 
the cost of emergency facilities in the accounts in conformity 
with the amortization deductions allowable for income tax 
purposes. However, the committee believes that when the 
amount allowed as amortization for income tax purposes is 
materially different from the amount of the estimated de­
preciation, the latter should be used for financial account­
ing purposes.2
.10 In some cases, certificates of necessity cover fa­
cilities which the owner expects to use after the emergency 
period in lieu of older facilities. As a result the older fa­
cilities may become unproductive and obsolete before they 
are fully depreciated on the basis of their previously ex­
pected life. In such situations, the committee believes de­
preciation charges to income should be determined in 
relation to the total properties, to the end that sound de­
preciation accounting may be applied to the property ac­
counts as a whole.
2 See section 4091. 
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Declining-Balance
Depreciation
Section 4074
Issue date, unless 
otherwise indicated:
July, 1958 1
.01 The declining-balance method of estimating peri­
odic depreciation has a long history of use in England and 
in other countries including, to a limited extent, the United 
States. Interest in this method has been increased by its 
specific recognition for income tax purposes in the Internal 
Revenue Code of 1954.
.02 The declining-balance method is one of those, which 
meets the requirements of being “ systematic and ration­
a l.” 2 In those cases where the expected productivity or 
revenue-earning power of the asset is relatively greater 
during the earlier years of its life, or where maintenance 
charges tend to increase during the later years, the declin­
ing-balance method may well provide the most satisfactory 
allocation of cost. The conclusions of this section also apply 
to other methods, including the ‘‘sum-of-the-years-digits’’ 
method, which produce substantially similar results.
.03 When a change to the declining-balance method 
is made for general accounting purposes, and depreciation 
is a significant factor in the determination of net income, 
the change in method, including the effect thereof, should 
be disclosed in the year in which the change is made.
.04 There may be situations in which the declining- 
balance method is adopted for income tax purposes but other 
appropriate methods are used for financial accounting pur­
poses. In such cases, accounting recognition should be 
given to deferred income taxes (see definition in section 
4091.34), if the amounts thereof are material, except in the 
cases mentioned in paragraph .07, where there are special
1The material included in this section is partially from ARB 44 (Re­
vised). Paragraphs 7 and 10 of that Bulletin were superseded by APB 
Opinion No. 11, effective for fiscal periods beginning after December 31, 1967.2 Accounting Terminology Bulletin No. 1, paragraph 56.
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circumstances which may make such procedure inappro­
priate. The foregoing provision as to accounting recogni­
tion of deferred income taxes applies to a single asset, or 
to a group of assets which are expected to be retired from 
service at about the same time; in this case an excess of 
depreciation taken for income tax purposes during the 
earlier years would be followed by the opposite condition 
in later years, and there would be a tax deferment for a 
definite period. It applies also to a group of assets con­
sisting of numerous units which may be of differing lengths 
of life and which are expected to be continually replaced; 
in this case an excess of depreciation taken for income tax 
purposes during the earlier years would be followed in later 
years by substantial equality between the annual deprecia­
tion for income tax purposes and that for accounting pur­
poses, and a tax deferment would be built up during the 
earlier years which would tend to remain relatively con­
stant thereafter. It applies further to a gradually expanding 
plant; in this case an excess of depreciation taken for in­
come tax purposes may exist each year during the period 
of expansion in which event there would be a tax deferment 
which might increase as long as the period of expansion 
continued. [As amended, effective for fiscal periods be­
ginning after December 31, 1967, by APB Opinion No. 11.]
.05 Where it may reasonably be presumed that the 
accumulative difference between taxable income and finan­
cial income will continue for a long or indefinite period, 
it is not appropriate to recognize the related tax effect 
as additional amortization or depreciation applicable to 
such assets in recognition of the loss of future deducti­
bility for income tax purposes. [As amended, effective for 
fiscal periods beginning after December 31, 1967, by APB 
Opinion No. 11.]
DISCUSSION
.06 Following the passage of the Internal Revenue 
Act of 1954 in August of that year, permitting the use 
of declining-balance and similar accelerated depreciation 
methods for federal income tax purposes, the committee 
anticipated that many companies would be considering 
whether such methods should be adopted for general ac­
counting purposes. In October of that year, Accounting 
Research Bulletin No. 44 was issued in which the com­
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mittee stated that such accelerated methods met the 
requirement of being " systematic and rational.’’ The com­
mittee also stated that when such methods were adopted for 
general accounting purposes, appropriate disclosure of the 
change should be made whenever depreciation was a sig­
nificant factor in the determination of net income.
.07 Many regulatory authorities permit recognition 
of deferred income taxes for accounting and/or rate-making 
purposes, whereas some do not. The committee believes 
that they should permit the recognition of deferred income 
taxes for both purposes. However, where charges for de­
ferred income taxes are not allowed for rate-making pur­
poses, accounting recognition need not be given to the de­
ferment of taxes if  it may reasonably be expected that 
increased future income taxes, resulting from the earlier 
deduction of declining-balance depreciation for income 
tax purposes only, will be allowed in future rate determina­
tions.
.08 When a company subject to rate-making processes 
adopts the declining-balance method of depreciation for 
income tax purposes but adopts other appropriate methods 
for financial accounting purposes in the circumstances de­
scribed in paragraph .07, and does not give accounting 
recognition to deferred income taxes, disclosure should be 
made of this fact. [As amended, effective for fiscal periods 
beginning after December 3 1 , 1965, by APB Opinion No. 6.]
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Accounting for Real and 
Personal Property Taxes
Issue date, unless 
otherwise indicated:
June, 1953
.01 The purpose of this section is to draw attention 
to the problems involved in accounting for real and per­
sonal property taxes and to present some of the considera­
tions which enter into a determination of their accounting 
treatment.
LEGAL LIABILITY FOR PROPERTY TAXES AND
TREATMENT FOR INCOME TAX PURPOSES
.02 Unlike excise, income, and social security taxes, 
which are directly related to particular business events, 
real and personal property taxes are based upon the assessed 
valuation of property (tangible and intangible) as of a 
given date, as determined by the laws of a state or other 
taxing authority. For this reason the legal liability for 
such taxes is generally considered as accruing at the moment 
of occurrence of some specific event, rather than over a 
period of time. Whether such legal accrual should deter­
mine the accounting treatment is a question to be discussed 
later. Tax laws, opinions of attorneys, income tax regu­
lations, and court decisions have mentioned various dates 
on which certain property taxes are said to accrue legally. 
Among them are the following:
(a) Assessment date,
(b) Beginning of taxing authority’s fiscal year,
(c) End of taxing authority’s fiscal year,
(d) Date on which tax becomes a lien on the prop­
erty,
(e) Date tax is levied,
(f) Date or dates tax is payable,
(g) Date tax becomes delinquent,
(h) Tax period appearing on tax bill.
.03 Most of the foregoing dates are mentioned in tax 
laws. In a given case several of these dates may coincide.
Section 4081
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.04 The date to be applied in a particular case neces­
sarily requires reference to the law and court decisions of 
the state concerned. Where the matter has been litigated, 
it  has often been held that property taxes become a lia­
bility at the point of time when they become a lien. The 
general rule, however, is that such taxes accrue as of the 
date on which they are assessed. The position of the 
Bureau of Internal Revenue is that generally property 
taxes accrue on the assessment date, even if the amount 
of the tax is not determined until later.
.05 A practical aspect of the legal liability for prop­
erty taxes must be considered when title to property is 
transferred during the taxable year. As stated above, the 
assessment date generally determines accrual. But as be­
tween vendor and vendee, the Supreme Court1 has laid 
down the rule that the lien date, or the date of personal 
obligation, controls and that where a transfer occurs after 
either of those dates, the purchaser is not entitled to deduct 
the taxes for income-tax purposes.
.06 Adjustments on account of property taxes paid or 
accrued are frequently incorporated in agreements covering 
the sale of real estate, which determine the question for the 
individual case as between the buyer and seller, though they 
are not necessarily controlling for income tax purposes.
.07 Although pro-rata accrual of property taxes has 
been permitted by some courts, the generally accepted 
rule seems to be that such taxes accrue in a lump sum on 
one date and not ratably over the year.
ACCOUNTING FOR PROPERTY TAXES 
Accrual Accounting
.08 Accounting questions arise as to (1) when the 
liability for real and personal property taxes should be 
recorded on the books of a taxpayer keeping his accounts 
on the accrual basis and (2) the amounts to be charged 
against the income of respective periods. Here again, the 
decision is influenced by the particular circumstances of 
each tax. Such terms as assessment date and levy date 
vary in meaning in the different jurisdictions; and while 
there is sufficient agreement about assessment date to furn-
1 Magruder v. Supplee, 316 U. S. 394 (1942).
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ish a basis for the general legal rule already mentioned, 
it does not necessarily follow that the legal rule should 
determine the accounting treatment.
.09 Determination of the liability for the tax often 
proceeds by degrees, the several steps being taken at ap­
preciable intervals of time. For example, while it is known 
that the owner of real property is liable, with respect 
to each tax period, for a tax on property owned on the as­
sessment date, the amount of the tax may not be fixed until 
much later. There is sometimes reluctance toward record­
ing liabilities of indeterminate amount, especially such 
items as property taxes, and a preference for recording 
them when the amount can be computed with certainty. 
While this consideration is one which occasionally leads 
to the mention of taxes in footnotes as contingent lia­
bilities, the inability to determine the exact amount of 
taxes is in itself no justification for failure to recognize 
an existing tax liability.
.10 In practice, real and personal property taxes have 
been charged against the income of various periods, as 
indicated below:
(a) Year in which paid (cash basis),
(b) Year ending on assessment (or lien) date,
(c) Year beginning on assessment (or lien) date,
(d) Calendar or fiscal year of taxpayer prior to
assessment (or lien) date,
(e) Calendar or fiscal year of taxpayer including
assessment (or lien) date,
(f) Calendar or fiscal year of taxpayer prior to
payment date,
(g) Fiscal year of governing body levying the tax,
(h) Year appearing on tax bill.
.11 Some of these periods may coincide, as when the 
fiscal year of the taxing body and that of the taxpayer 
are the same. The charge to income is sometimes made in 
full at one time, sometimes ratably on a monthly basis, 
sometimes on the basis of prior estimates, adjusted during 
or after the period.
.12 The various periods mentioned represent varying 
degrees of conservatism in accrual accounting. Some jus-
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tification may be found for each usage, but all the circum­
stances relating to a particular tax must be considered 
before a satisfactory conclusion is reached.
.13 Consistency of application from year to year is 
the important consideration and selection of any of the 
periods mentioned is a matter for individual judgment.
Basis Considered Most Acceptable
.14 Generally, the most acceptable basis of providing 
for property taxes is monthly accrual on the taxpayer’s 
books during the fiscal period of the taxing authority for 
which the taxes are levied. The books will then show, at 
any closing date, the appropriate accrual or prepayment.
.15 It may be argued that the entire amount of tax 
should logically be accrued by the lien date. Advocates of 
this procedure vary from those who would accrue the tax 
by charges to income during the year ending on the lien 
date, to those who urge setting up the full tax liability on 
the lien date and charging the amount thereof to income 
during the subsequent year. However, the basis described 
in the preceding paragraph is held by the majority of ac­
countants to be practical and satisfactory so long as it is 
consistently followed.
TREATMENT IN FINANCIAL STATEMENTS 
Balance Sheet
.16 An accrued liability for real and personal prop­
erty taxes, whether estimated or definitely known, should 
be included among the current liabilities. Where estimates 
are subject to a substantial measure of uncertainty the lia­
bility should be described as estimated.
Income Statement
.17 While it is sometimes proper to capitalize in 
property accounts the amount of real estate taxes appli­
cable to property which is being developed for use or sale, 
these taxes are generally regarded as an expense of doing 
business. They may be (a) charged to operating expenses; 
(b) shown as a separate deduction from income; or (c) 
distributed among the several accounts to which they are 
deemed to apply, such as factory overhead, rent income, 
and selling or general expenses.
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.18 In condensed income statements appearing in 
published reports, the amounts of real and personal prop­
erty taxes, however charged in the accounts, are rarely 
shown separately. They are frequently combined with 
other taxes but not with taxes on income.
.19 Since the liability for property taxes must fre­
quently be estimated at the balance-sheet date, it is often 
necessary to adjust the provision for taxes of a prior year 
when their amount has been ascertained. These adjustments 
should ordinarily be made through the income statement, 
either in combination with the current year’s provision or 
as a separate item. Such adjustments should not be con­
sidered prior period adjustments unless they meet the 
criteria of sections 2010.22 and 2010.23. [As amended, effec­
tive for fiscal periods beginning after December 31, 1966, 
by APB Opinion No. 9.]
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Section 4091
Income Taxes
Effective for fiscal periods 
beginning after December 
31, 1967, unless otherwise 
indicated
INTRODUCTION
.01 This section sets forth the Board’s conclusions 
on some aspects of accounting for income taxes. These con­
clusions include significant modifications of views previ­
ously expressed by the Committee on Accounting Procedure 
and by the Board.
.02 Discounting. The Board’s Opinion on “ Tax Al­
location Accounts—Discounting,” as expressed in section 
4092, continues in effect pending further study of the 
broader aspects of discounting as it is related to financial 
accounting in general.
.03 Investment Credits. The Board is continuing its 
study on accounting for “ Investment Credits” and intends 
to issue a new Opinion on the subject as soon as possible. 
In the meantime section 4094, Accounting for the Invest­
ment Credit, remains in effect.
.04 Certain aspects of tax allocation, including illus­
trations of procedures and an extended discussion of alter­
native approaches to allocation, are presented in Accounting 
Research Study No. 9, Interperiod Allocation of Corporate 
Income Taxes, by Homer A. Black, published by the Ameri­
can Institute of Certified Public Accountants in 1966.1 The 
Board has considered the Study and the comments received 
on it. The conclusions in this section vary in some im­
portant respects from those reached in the Study.
APPLICABILITY
.05 This section applies to financial statements which 
purport to present financial position and results of opera-
1 Accounting Research Studies are not statements of this Board, or of 
the Institute, but are published for the purpose of stimulating discussion 
on important accounting issues.
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tions in conformity with generally accepted accounting 
principles. It does not apply (a) to regulated industries in 
those circumstances where the standards described in sec­
tion 6011 (which remains in effect) are met and (b) to 
special areas requiring further study as specifically indi­
cated in paragraphs .37-.40 of this section. The Board has 
deferred consideration of the special problems of allocation 
of income taxes in interim financial statements and among 
components of a business enterprise pending further study 
and the issuance of Opinions on the applicability of gen­
erally accepted accounting principles to these statements.
.06 The Board emphasizes that this section, as in the 
case of all other sections, is not intended to apply to im­
material items.
SUMMARY OF PROBLEMS
.07 The principal problems in accounting for income 
taxes arise from the fact that some transactions2 affect the 
determination of net income for financial accounting pur­
poses in one reporting period and the computation of 
taxable income and income taxes payable in a different re­
porting period. The amount of income taxes determined to 
be payable for a period does not, therefore, necessarily 
represent the appropriate income tax expense applicable to 
transactions recognized for financial accounting purposes 
in that period. A major problem is, therefore, the measure­
ment of the tax effects of such transactions and the extent 
to which the tax effects should be included in income tax 
expense in the same periods in which the transactions affect 
pretax accounting income.
.08 The United States Internal Revenue Code permits 
a “ net operating loss” of one period to be deducted in de­
termining taxable income of other periods. This leads to 
the question of whether the tax effects of an operating loss 
should be recognized for financial accounting purposes in 
the period of loss or in the periods of reduction of tax­
able income.
.09 Certain items includable in taxable income receive 
special treatment for financial accounting purposes, even 
though the items are reported in the same period in which *
2 The term transactions refers to all transactions and other events requir­
ing accounting recognition. As used in this section, it relates either to 
individual events or to groups of similar events.
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they are reported for tax purposes. A question exists, there­
fore, as to whether the tax effects attributable to extra­
ordinary items, adjustments of prior periods (or of the 
opening balance of retained earnings), and direct entries to 
other stockholders’ equity accounts should be associated 
with the particular items for financial reporting purposes.3
.10 Guidelines are needed for balance sheet and in­
come statement presentation of the tax effects of timing 
differences, operating losses and similar items.
SUMMARY OF CONCLUSIONS
.11 The Board’s conclusions on some of the problems 
in accounting for income taxes are summarized as follows:
a. Interperiod tax allocation is an integral part of the 
determination of income tax expense, and income tax 
expense should include the tax effects of revenue 
and expense transactions included in the determina­
tion of pretax accounting income.
b. Interperiod tax allocation procedures should follow 
the deferred method,4 both in the manner in which 
tax effects are initially recognized and in the manner 
in which deferred taxes are amortized in future 
periods.
c. The tax effects of operating loss carrybacks should 
be allocated to the loss periods. The tax effects of 
operating loss carryforwards5 usually should not be 
recognized until the periods of realization.
d. Tax allocation within a period should be applied to 
obtain fair presentation of the various components 
of results of operations.
e. Financial statement presentations of income tax ex­
pense and related deferred taxes should disclose (1) 
the composition of income tax expense as between 
amounts currently payable and amounts represent­
ing tax effects allocable to the period and (2) the 
classification of deferred taxes into a net current 
amount and a net noncurrent amount.
3 See section 2010.
5 The term “loss carryforwards” is used in this Opinion to mean “loss 
carryovers” as referred to in the United States Internal Revenue Code.
4 See paragraph .18.  
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DEFINITIONS AND CONCEPTS
.12 Terminology relating to the accounting for income 
taxes is varied; some terms have been used with different 
meanings. Definitions of certain terms used in this Opinion 
are therefore necessary.
a. Income taxes. Taxes based on income determined 
under provisions of the United States Internal Rev­
enue Code and foreign, state and other taxes (in­
cluding franchise taxes) based on income.
b. Income tax expense. The amount of income taxes 
(whether or not currently payable or refundable) 
allocable to a period in the determination of net 
income.
c. Pretax accounting income. Income or loss for a pe­
riod, exclusive of related income tax expense.
d. Taxable income. The excess of revenues over de­
ductions or the excess of deductions over revenues 
to be reported for income tax purposes for a period.6
e. Timing differences. Differences between the periods 
in which transactions affect taxable income and the 
periods in which they enter into the determina­
tion of pretax accounting income. Timing differ­
ences originate in one period and reverse or “ turn 
around” in one or more subsequent periods. Some 
timing differences reduce income taxes that would 
otherwise be payable currently; others increase 
income taxes that would otherwise be payable 
currently.
f. Permanent differences. Differences between taxable 
income and pretax accounting income arising from 
transactions that, under applicable tax laws and 
regulations, will not be offset by corresponding dif­
ferences or “ turn around” in other periods.7
g. Tax effects. Differentials in income taxes of a pe­
riod attributable to (1) revenue or expense trans­
actions which enter into the determination of pretax 
accounting income in one period and into the deter- *
6  For the purposes of this definition “deductions” do not include reduc­
tions in taxable income arising from net operating loss carrybacks or 
carryforwards.
7 See paragraph .32.
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mination of taxable income in another period, (2) 
deductions or credits that may be carried backward 
or forward for income tax purposes and (3) adjust­
ments of prior periods (or of the opening balance of 
retained earnings) and direct entries to other stock­
holders’ equity accounts which enter into the deter­
mination of taxable income in a period but which do 
not enter into the determination of pretax accounting 
income of that period. A permanent difference does 
not result in a ‘‘tax effect” as that term is used in 
this Opinion.
h. Deferred taxes. Tax effects which are deferred for 
allocation to income tax expense of future periods.
i. Interperiod tax allocation. The process of appor­
tioning income taxes among periods.
j. Tax allocation within a period. The process of ap­
portioning income tax expense applicable to a given 
period between income before extraordinary items 
and extraordinary items, and o f  associating the in­
come tax effects of adjustments of prior periods (or 
of the opening balance of retained earnings) and
  direct entries to other stockholders’ equity accounts 
with these items.
.13 Certain general concepts and assumptions are rec­
ognized by the Board to be relevant in considering the prob­
lems of accounting for income taxes.
a. The operations of an entity subject to income taxes 
are expected to continue on a going concern basis, 
in the absence of evidence to the contrary, and in­
come taxes are expected to continue to be assessed 
in the future.
b. Income taxes are an expense of business enterprises 
earning income subject to tax.
c. Accounting for income tax expense requires meas­
urement and identification with the appropriate time 
period and therefore involves accrual, deferral and 
estimation concepts in the same manner as these 
concepts are applied in the measurement and time 
period identification of other expenses.
d. Matching is one of the basic processes of income 
determination; essentially it is a process of deter­
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mining relationships between costs (including reduc­
tions of costs) and (1) specific revenues or (2) 
specific accounting periods. Expenses of the current 
period consist of those costs which are identified 
with the revenues of the current period and those 
costs which are identified with the current period on 
some basis other than revenue. Costs identifiable 
with future revenues or otherwise identifiable with 
future periods should be deferred to those future 
periods. When a cost cannot be related to future 
revenues or to future periods on some basis other 
than revenues, or it cannot reasonably be expected 
to be recovered from future revenues, it becomes, by 
necessity, an expense of the current period (or of a 
prior period).
TIMING DIFFERENCES
Discussion
Nature of Timing Differences
.14 Four types of transactions are identifiable which 
give rise to timing differences; that is, differences between 
the periods in which the transactions affect taxable income 
and the periods in which they enter into the determination 
of pretax accounting income.8 Each timing difference orig­
inates in one period and reverses in one or more subse­
quent periods.
a. Revenues or gains are included in taxable income 
later than they are included in pretax accounting 
income. For example, gross profits on installment 
sales are recognized for accounting purposes in the 
period of sale but are reported for tax purposes in 
the period the installments are collected.
b. Expenses or losses are deducted in determining tax­
able income later than they are deducted in deter­
mining pretax accounting income. For example, 
estimated costs of guarantees and of product war- 
anty contracts are recognized for accounting pur­
poses in the current period but are reported for tax 
purposes in the period paid or in which the liability 
becomes fixed.
8 Accounting Research Study No. 9, Interperiod Allocation of Corporate Income Taxes, pages 2-3 and 8-10.
§ 4091.14 ©  1968, American Institute of Certified Public Accountants, Inc.
Income Taxes 2657
c. Revenues or gains are included in taxable income 
earlier than they are included in pretax accounting 
income. For example, rents collected in advance are 
reported for tax purposes in the period in which 
they are received but are deferred for accounting 
purposes until later periods when they are earned.
d. Expenses or losses are deducted in determining tax­
able income earlier than they are deducted in deter­
mining pretax accounting income. For example, 
depreciation is reported on an accelerated basis for 
tax purposes but is reported on a straight-line basis 
for accounting purposes.
Additional examples of each type of timing difference are 
presented in Appendix A to this section (section 4091A).
.15 The timing differences of revenue and expense 
transactions entering into the determination of pretax ac­
counting income create problems in the measurement of 
income tax expense for a period, since the income taxes 
payable for a period are not always determined by the same 
revenue and expense transactions used to determine pretax 
accounting income for the period. The amount of income 
taxes determined to be payable for a period does not, there­
fore, necessarily represent the appropriate income tax ex­
pense applicable to transactions recognized for financial 
accounting purposes in that period.
.16 Interperiod tax allocation procedures have been 
developed to account for the tax effects of transactions 
which involve timing differences. Interperiod allocation of 
income taxes results in the recognition of tax effects in the 
same periods in which the related transactions are recog­
nized in the determination of pretax accounting income.
Differing Viewpoints
.17 Interpretations of the nature of timing differences 
are diverse, with the result that three basic methods of 
interperiod allocation of income taxes have developed and 
been adopted in practice. The three concepts and their ap­
plications are described and evaluated in Chapters 2, 3 and 
4 of Accounting Research Study No. 9. A brief description 
of each method follows. ft.18 Interperiod tax allocation under the deferred 
method is a procedure whereby the tax effects of current
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timing differences are deferred currently and allocated to 
income tax expense of future periods when the timing dif­
ferences reverse. The deferred method emphasizes the tax 
effects of timing differences on income of the period in 
which the differences originate. The deferred taxes are de­
termined on the basis of the tax rates in effect at the time 
the timing differences originate and are not adjusted for 
subsequent changes in tax rates or to reflect the imposition 
of new taxes. The tax effects of transactions which reduce 
taxes currently payable are treated as deferred credits; the 
tax effects of transactions which increase taxes currently 
payable are treated as deferred charges. Amortization of 
these deferred taxes to income tax expense in future periods 
is based upon the nature of the transactions producing the 
tax effects and upon the manner in which these transactions 
enter into the determination of pretax accounting income in 
relation to taxable income.
.19 Interperiod tax allocation under the liability 
method is a procedure whereby the income taxes expected 
to be paid on pretax accounting income are accrued cur­
rently. The taxes on components of pretax accounting in­
come may be computed at different rates, depending upon 
the period in which the components were, or are expected 
to be, included in taxable income. The differences between 
income tax expense and income taxes payable in the pe­
riods in which the timing differences originate are either 
liabilities for taxes payable in the future or assets for pre­
paid taxes. The estimated amounts of future tax liabilities 
and prepaid taxes are computed at the tax rates expected 
to be in effect in the periods in which the timing differences 
reverse. Under the liability method the initial computa­
tions are considered to be tentative and are subject to future 
adjustment if  tax rates change or new taxes are imposed.
.20 Interperiod tax allocation under the net of tax 
method is a procedure whereby the tax effects (determined 
by either the deferred or liability methods) of timing dif­
ferences are recognized in the valuation of assets and li­
abilities and the related revenues and expenses. The tax 
effects are applied to reduce specific assets or liabilities on 
the basis that tax deductibility or taxability are factors in 
their valuation.
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.21 In addition to the different methods of applying 
interperiod tax allocation, differing views exist as to the 
extent to which interperiod tax allocation should be ap­
plied in practice.
.22 Some transactions result in differences between 
pretax accounting income and taxable income which are 
permanent9 because under applicable tax laws and regula­
tions the current differences will not be offset by corre­
sponding differences in later periods. Other transactions, 
however, result in differences between pretax accounting in­
come and taxable income which reverse or turn around in 
later periods; these differences are classified broadly as 
timing differences. The tax effects of certain timing dif­
ferences often are offset in the reversal or turnaround 
period by the tax effects of similar differences originating 
in that period. Some view these differences as essentially 
the same as permanent differences because, in effect, the 
periods of reversal are indefinitely postponed. Others be­
lieve that differences which originate in a period and 
differences which reverse in the same period are distinguish­
able phases of separate timing differences and should be 
considered separately.
.23 In determining the accounting recognition of the 
tax effects of timing differences, the first question is 
whether there should be any tax allocation. One view 
holds that interperiod tax allocation is never appropriate. 
Under this concept, income tax expense of a period equals 
income taxes payable for that period. This concept is based 
on the presumption that income tax expense of a period 
should be measured by the amount determined to be pay­
able for that period by applying the laws and regulations 
of the governmental unit, and that the amount requires 
no adjustment or allocation. This concept has not been 
used widely in practice and is not supported presently 
to any significant extent.
.24 The predominant view holds that interperiod tax 
allocation is appropriate. However, two alternative con­
cepts exist as to the extent to which it should be applied: 
partial allocation and comprehensive allocation.
9 See paragraph .32.
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Partial Allocation
.25 Under partial allocation the general presumption 
is that income tax expense of a period for financial ac­
counting purposes should be the tax payable for the 
period. Holders of this view believe that when recurring 
differences between taxable income and pretax accounting 
income give rise to an indefinite postponement of an amount 
of tax payments or to continuing tax reductions, tax alloca­
tion is not required for these differences. They believe 
that amounts not reasonably expected to be payable to, 
or recoverable from, a government as taxes should not 
affect net income. They point out in particular that the 
application of tax allocation procedures to tax payments or 
recoveries which are postponed indefinitely involves con­
tingencies which are at best remote and thus, in their 
opinion, may result in an overstatement or understate­
ment of expenses with consequent effects on net income.
An example of a recurring difference not requiring tax 
allocation under this view is the difference that arises when 
a company having a relatively stable or growing invest­
ment in depreciable assets uses straight-line depreciation 
in determining pretax accounting income but an accelerated 
method in determining taxable income. If tax allocation 
is applied by a company with large capital investments 
coupled with growth in depreciable assets (accentuated 
in periods of inflation) the resulting understatement of 
net income from using tax allocation is magnified.
.26 Holders of the view expressed in paragraph .25 
believe that the only exceptions to the general presumption 
stated therein should be those instances in which specific 
nonrecurring differences between taxable income and pre­
tax accounting income would lead to a material misstate­
ment of income tax expense and net income. If such 
nonrecurring differences occur, income tax expense of a 
period for financial accounting purposes should be increased 
(or decreased) by income tax on differences between taxable 
income and pretax accounting income provided the amount 
of the increase (or decrease) can be reasonably expected 
to be paid as income tax (or recovered as a reduction of in­
come taxes) within a relatively short period not exceeding, 
say, five years. An example would be an isolated install­
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ment sale of a productive facility in which the gross profit 
is reported for financial accounting purposes at the date 
of sale and for tax purposes when later collected. Thus, 
tax allocation is applicable only when the amounts are 
reasonably certain to affect the flow of resources used 
to pay taxes in the near future.
.27 Holders of this view state that comprehensive 
tax allocation, as opposed to partial allocation, relies on 
the so-called “ revolving” account approach which seems 
to suggest that there is a similarity between deferred tax 
accruals and other balance sheet items, like accounts pay­
able, where the individual items within an account turn 
over regularly although the account balance remains con­
stant or grows. For these other items, the turnover reflects 
actual, specific transactions—goods are received, liabilities 
are recorded and payments are subsequently made. For 
deferred tax accruals on the other hand, no such transac­
tions occur—the amounts are not owed to anyone; there 
is no specific date on which they become payable, if ever; 
and the amounts are at best vague estimates depending on 
future tax rates and many other uncertain factors. Those 
who favor partial allocation suggest that accounting deals 
with actual events, and that those who would depart from 
the fact of the tax payment should show that the modi­
fication will increase the usefulness of the reports to man­
agement, investors or other users. To do this requires a 
demonstration that the current lower (or higher) tax pay­
ments will result in higher (or lower) cash outflows for taxes 
within a span of time that is of significant interest to 
readers of the financial statements.
Comprehensive Allocation
.28 Under comprehensive allocation, income tax ex­
pense for a period includes the tax effects of transactions 
entering into the determination of pretax accounting in­
come for the period even though some transactions may 
affect the determination of taxes payable in a different 
period. This view recognizes that the amount of income 
taxes payable for a given period does not necessarily mea­
sure the appropriate income tax expense related to trans­
actions for that period. Under this view, income tax 
expense encompasses any accrual, deferral or estimation
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necessary to adjust the amount of income taxes payable 
for the period to measure the tax effects of those trans­
actions included in pretax accounting income for that 
period. Those supporting comprehensive allocation be­
lieve that the tax effects of initial timing differences 
should be recognized and that the tax effects should be 
matched with or allocated to those periods in which the 
initial differences reverse. The fact that when the initial 
differences reverse other initial differences may offset any 
effect on the amount of taxable income does not, in their 
opinion, nullify the fact of the reversal. The offsetting 
relationships do not mean that the tax effects of the differ­
ences cannot be recognized and measured. Those support­
ing comprehensive allocation state that the makeup of the 
balances of certain deferred tax amounts “ revolve” as 
the related differences reverse and are replaced by similar 
differences. These initial differences do reverse, and the 
tax effects thereof can be identified as readily as can those 
of other timing differences. While new differences may 
have an offsetting effect, this does not alter the fact of the 
reversal; without the reversal there would be different tax 
consequences. Accounting principles cannot be predicated 
on reliance that offsets will continue. Those supporting 
comprehensive allocation conclude that the fact that the 
tax effects of two transactions happen to go in opposite 
directions does not invalidate the necessity of recognizing 
separately the tax effects of the transactions as they occur.
.29 Under comprehensive allocation, material tax 
effects are given recognition in the determination of income 
tax expense, and the tax effects are related to the periods 
in which the transactions enter into the determination of 
pretax accounting income. The tax effects so determined are 
allocated to the future periods in which the differences 
between pretax accounting income and taxable income 
reverse. Those supporting this view believe that compre­
hensive allocation is necessary in order to associate the 
tax effects with the related transactions. Only by the timely 
recognition of such tax effects is it possible to associate 
the tax effects of transactions with those transactions as 
they enter into the determination of net income. The need 
exists to recognize the tax effects of initial differences 
because only by doing so will the income tax expense in
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the periods of initial differences include the tax effects of 
transactions of those periods.
.30 Those who support comprehensive allocation be­
lieve that the partial allocation concept in stressing cash 
outlays represents a departure from the accrual basis of 
accounting. Comprehensive allocation, in their view, re­
sults in a more thorough and consistent association in the 
matching of revenues and expenses, one of the basic 
processes of income determination.
.31 These differences in viewpoint become most sig­
nificant with respect to the tax effects of transactions of a 
recurring nature—for example, depreciation of machinery 
and equipment using the straight-line method for financial 
accounting purposes and an accelerated method for income 
tax purposes. Under partial allocation the tax effects of 
these timing differences would not be recognized under 
many circumstances; under comprehensive allocation the 
tax effects would be recognized beginning in the periods of 
the initial timing differences. Under partial allocation, 
the tax effects of these timing differences would not be 
recognized so long as it is assumed that similar timing 
differences would arise in the future creating tax effects 
at least equal to the reversing tax effects of the previous 
timing differences. Thus, under partial allocation, so long 
as the amount of deferred taxes is estimated to remain 
fixed or to increase, no need exists to recognize the tax 
effects of the initial differences because they probably will 
not “ reverse” in the foreseeable future. Under compre­
hensive allocation tax effects are recognized as they occur.
Permanent Differences
.32 Some differences between taxable income and pre­
tax accounting income are generally referred to as perma­
nent differences. Permanent differences arise from statutory 
provisions under which specified revenues are exempt from 
taxation and specified expenses are not allowable as deduc­
tions in determining taxable income. (Examples are interest 
received on municipal obligations and premiums paid on 
officers’ life insurance.) Other permanent differences arise 
from items entering into the determination of taxable in­
come which are not components of pretax accounting income
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in any period. (Examples are the special deduction for 
certain dividends received and the excess of statutory deple­
tion over cost depletion.)
Opinion
.33 The Board has considered the various concepts 
of accounting for income taxes and has concluded that 
comprehensive interperiod tax allocation is an integral part 
of the determination of income tax expense. Therefore, 
income tax expense should include the tax effects of reve­
nue and expense transactions included in the determination 
of pretax accounting income. The tax effects of those 
transactions which enter into the determination of pre­
tax accounting income either earlier or later than they be­
come determinants of taxable income should be recognized 
in the periods in which the differences between pretax 
accounting income and taxable income arise and in the 
periods in which the differences reverse. Since permanent 
differences do not affect other periods, interperiod tax allo­
cation is not appropriate to account for such differences.
.34 The Board has concluded that the deferred meth­
od 10 of tax allocation should be followed since it provides 
the most useful and practical approach to interperiod tax 
allocation and the presentation of income taxes in financial 
statements.
.35 The tax effect of a timing difference should be 
measured by the differential between income taxes com­
puted with and without inclusion of the transaction creating 
the difference between taxable income and pretax account­
ing income. The resulting income tax expense for the period 
includes the tax effects of transactions entering into the 
determination of results of operations for the period. The 
resulting deferred tax amounts reflect the tax effects which 
will reverse in future periods. The measurement of income 
tax expense becomes thereby a consistent and integral part 
of the process of matching revenues and expenses in the 
determination of results of operations.
.36 In computing the tax effects referred to in para­
graph .35 timing differences may be considered individually 
or similar timing differences may be grouped. The net
10 See paragraph .18.
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change in deferred taxes for a period for a group of similar 
timing differences may be determined on the basis of either 
(a) a combination of amounts representing the tax effects 
arising from timing differences originating in the period 
at the current tax rates and reversals of tax effects arising 
from timing differences originating in prior periods at the 
applicable tax rates reflected in the accounts as of the be­
ginning of the period; or (b) if the applicable deferred 
taxes have been provided in accordance with this section 
on the cumulative timing differences as of the beginning 
of the period, the amount representing the tax effects at 
the current tax rates of the net change during the period 
in the cumulative timing differences. I f  timing differences 
are considered individually, or if similar timing differences 
are grouped, no recognition should be given to the reversal 
of tax effects arising from timing differences originating 
prior to the effective date of this section unless the appli­
cable deferred taxes have been provided for in accordance 
with this section, either during the periods in which the 
timing differences originated or, retroactively, as of the 
effective date of this section. The method or methods 
adopted should be consistently applied.
Special Areas Requiring Further Study
.37 A number of other transactions have tax conse­
quences somewhat similar to those discussed for timing dif­
ferences. These transactions result in differences between 
taxable income and pretax accounting income in a period 
and, therefore, create a situation in which tax allocation 
procedures may be applicable in the determination of re­
sults of operations. These transactions are also character­
ized by the fact that the tax consequences of the initial 
differences between taxable income and pretax accounting 
income may not reverse until an indefinite future period, 
or conceivably some may never reverse. In addition, each 
of these transactions has certain unique aspects which 
create problems in the measurement and recognition of 
their tax consequences. These special areas are:
a. Undistributed earnings of subsidiaries.
b. Intangible development costs in the oil and gas 
industry.
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c. “ General reserves” of stock savings and loan asso­
ciations.
d. Amounts designated as “ policyholders’ surplus” by 
stock life insurance companies.
e. Deposits in statutory reserve funds by United States 
steamship companies.
.38 Section 2051.18, Consolidated Financial State­
ments, states that:
“ When separate income tax returns are filed, in­
come taxes usually are incurred when earnings of sub­
sidiaries are transferred to the parent. Where it is 
reasonable to assume that a part or all of the undis­
tributed earnings of a subsidiary will be transferred to 
the parent in a taxable distribution, provision for re­
lated income taxes should be made on an estimated 
basis at the time the earnings are included in consoli­
dated income, unless these taxes are immaterial in 
amount when effect is given, for example, to dividend- 
received deductions or foreign tax credits. There is 
no need to provide for income tax to the parent com­
pany in cases where the income has been, or there is 
evidence that it will be, permanently invested by the 
subsidiaries, or where the only likely distribution 
would be in the form of a tax-free liquidation.’’
The Board has decided to defer any modification of the 
above position until the accounting research study on ac­
counting for intercorporate investments is completed and 
an Opinion is issued on that subject.
.39 Intangible development costs in the oil and gas 
industry are commonly deducted in the determination of 
taxable income in the period in which the costs are in­
curred. Usually the costs are capitalized for financial ac­
counting purposes and are amortized over the productive 
periods of the related wells. A question exists as to whether 
the tax effects of the current deduction of these costs for 
tax purposes should be deferred and amortized over the 
productive periods of the wells to which the costs relate.
Other items have a similar, or opposite, effect because of 
the interaction with “ percentage” depletion for income 
tax purposes. The Board has decided to defer any conclu­
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sion on these questions until the accounting research study 
on extractive industries is completed and an Opinion is 
issued on that subject.
.40 The “ general reserves” of stock savings and loan 
associations, amounts designated as “ policyholders’ sur­
plus” by stock life insurance companies and deposits in 
statutory reserve funds by United States steamship com­
panies each have certain unique aspects concerning the 
events or conditions which may lead to reversal of the 
initial tax consequences. The Board has decided to defer 
any conclusion as to whether interperiod tax allocation 
should be required in these special areas, pending further 
study and consideration with a view to issuing Opinions 
on these areas at a later date.
OPERATING LOSSES
Discussion
.41 An operating loss arises when, in the determina­
tion of taxable income, deductions exceed revenues. Under 
applicable tax laws and regulations, operating losses of a 
period may be carried backward or forward for a definite 
period of time to be applied as a reduction in computing 
taxable income, if any, in those periods. When an operat­
ing loss is so applied, pretax accounting income and tax­
able income (after deducting the operating loss carryback 
or carryforward) will differ for the period to which the 
loss is applied.
.42 If operating losses are carried backward to earlier 
periods under provisions of the tax law, the tax effects of 
the loss carrybacks are included in the results of operations 
of the loss period, since realization is assured. If operating 
losses are carried forward under provisions of the tax law, 
the tax effects usually are not recognized in the accounts 
until the periods of realization, since realization of the 
benefits of the loss carryforwards generally is not assured 
in the loss periods. The only exception to that practice 
occurs in unusual circumstances when realization is as­
sured beyond any reasonable doubt in the loss periods. 
Under an alternative view, however, the tax effects of loss 
carryforwards would be recognized in the loss periods 
unless specific reasons exist to question their realization.
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Opinion
.43 The tax effects of any realizable loss carrybacks 
should be recognized in the determination of net income 
(loss) of the loss periods. The tax loss gives rise to a refund 
(or claim for refund) of past taxes, which is both measur­
able and currently realizable; therefore the tax effect of 
the loss is properly recognizable in the determination of net 
income (loss) for the loss period. Appropriate adjustments 
of existing net deferred tax credits may also be necessary 
in the loss period.
.44 The tax effects of loss carryforwards also relate 
to the determination of net income (loss) of the loss periods. 
However, a significant question generally exists as to 
realization of the tax effects of the carryforwards, since 
realization is dependent upon future taxable income. Ac­
cordingly, the Board has concluded that the tax benefits of 
loss carryforwards should not be recognized until they are 
actually realized, except in unusual circumstances when re­
alization is assured beyond any reasonable doubt at the 
time the loss carryforwards arise. When the tax benefits 
of loss carryforwards are not recognized until realized in 
full or in part in subsequent periods, the tax benefits should 
be reported in the results of operations of those periods as 
extraordinary items.11
.45 In those rare cases in which realization of the tax 
benefits of loss carryforwards is assured beyond any rea­
sonable doubt, the potential benefits should be associated 
with the periods of loss and should be recognized in the 
determination of results of operations for those periods. 
Realization is considered to be assured beyond any reason­
able doubt when conditions such as those set forth in para­
graph .46 are present. (Also see paragraph .47.) The 
amount of the asset (and the tax effect on results of op­
erations) recognized in the loss period should be computed 
at the rates expected12 to be in effect at the time of realiza­
tion. If the applicable tax rates change from those used to 
measure the tax effect at the time of recognition, the effect 
of the rate change should be accounted for in the period of
12 The rates referred to here are those rates which, at the time the loss 
carry forward benefit is recognized for financial accounting purposes, have 
been enacted to apply to appropriate future periods.
11 See section 2010, Reporting the Results of Operations.
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the change as an adjustment of the asset account and of 
income tax expense.
.46 Realization of the tax benefit of a loss carry- 
fo r w a r d  would appear to be assured beyond any reasonable 
doubt when both of the following conditions exist: (a) the 
loss results from an identifiable, isolated and nonrecurring 
cause and the company either has been continuously profit­
able over a long period or has suffered occasional losses 
which were more than offset by taxable income in subse­
quent years, and (b) future taxable income is virtually 
certain to be large enough to offset the loss carryfo r w a r d  
and will occur soon enough to provide realization during 
the c a r r y fo r w a r d  period.
.47 Net deferred tax credits arising from timing dif­
ferences may exist at the time loss carryfo r w a r d s  arise. 
In the usual case when the tax effect of a loss c a r r y fo r w a r d  
is not recognized in the loss period, adjustments of the 
existing net deferred tax credits may be necessary in that 
period or in subsequent periods. In this situation net 
deferred tax credits should be eliminated to the extent of 
the lower of (a) the tax effect of the loss carryfo r w a r d ,  
or (b) the amortization of the net deferred tax credits that 
would otherwise have occurred during the c a r r y fo r w a r d  
period. If the loss carryfo r w a r d  is realized in whole or in 
part in periods subsequent to the loss period, the amounts 
eliminated from the deferred tax credit accounts should 
be reinstated (at the then current tax rates) on a cumula­
tive basis as, and to the extent that, the tax benefit of the 
loss carryfo r w a r d  is realized. In the unusual situation in 
which the tax effect of a loss carryfo r w a r d  is recognized 
as an asset in the loss year,13 the deferred tax credit ac­
counts would be amortized in future periods as indicated 
in paragraph .18.
.48 The tax effects of loss c a r r y fo r w a r d s  of purchased 
subsidiaries (if not recognized by the subsidiary prior to 
purchase) should be recognized as assets at the date of 
purchase only if realization is assured beyond any reason­
able doubt. Otherwise they should be recognized only when 
the tax benefits are actually realized and should be re-
13 See paragraph .45.
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corded as retroactive adjustments 14 of the purchase trans­
actions and treated in accordance with the procedures 
described in section 2051.09-.10, Consolidated Financial 
Statements. Retroactive adjustments of results of opera­
tions for the periods subsequent to purchase may also 
be necessary if the balance sheet items affected have been 
subject to amortization in those periods.
.49 Tax effects of loss carryforwards arising prior to 
a quasi-reorganization (including for this purpose the ap­
plication of a deficit in retained earnings to contributed 
capital) should, if not previously recognized, be recorded 
as assets at the date of the quasi-reorganization only if 
realization is assured beyond any reasonable doubt. If 
not previously recognized and the benefits are actually 
realized at a later date, the tax effects should be added 
to contributed capital because the benefits are attributable 
to the loss periods prior to the quasi-reorganization.
TAX ALLOCATION WITHIN A PERIOD
Discussion
.50 The need for tax allocation within a period arises 
because items included in the determination of taxable in­
come may be presented for accounting purposes as (a) 
extraordinary items, (b) adjustments of prior periods (or 
of the opening balance of retained earnings) or (c) as 
direct entries to other stockholders ’ equity accounts.
Opinion
.51 The Board has concluded that tax allocation 
within a period should be applied to obtain an appropriate 
relationship between income tax expense and (a) income 
before extraordinary items, (b) extraordinary items, (c) 
adjustments of prior periods (or of the opening balance 
of retained earnings) and (d) direct entries to other stock­
holders’ equity accounts. The income tax expense attrib­
utable to income before extraordinary items is computed 
by determining the income tax expense related to revenue 
and expense transactions entering into the determination 
of such income, without giving effect to the tax conse­
quences of the items excluded from the determination of 
income before extraordinary items. The income tax ex­
14 See section 2010, Reporting the Results of Operations.
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pense attributable to other items is determined by the tax 
consequences of transactions involving these items. If an 
operating loss exists before extraordinary items, the tax 
consequences of such loss should be associated with the loss.
OTHER UNUSED DEDUCTIONS AND CREDITS
Opinion
.52 The conclusions of this section, including par­
ticularly the matters discussed in paragraphs .41-.49 on 
tax reductions resulting from operating losses, also apply 
to other unused deductions and credits for tax purposes 
that may be carried backward or forward in determining 
taxable income (for example, capital losses, contribution 
carryovers, and foreign tax credits).
FINANCIAL REPORTING
Discussion
Balance Sheet
.53 Interperiod tax allocation procedures result in the 
recognition of several deferred tax accounts. Classification 
of deferred taxes in the balance sheet has varied in practice, 
with the accounts reported, alternatively, as follows:
a. S e p a r a te  c u rre n t a n d  n o n cu rren t a m o u n ts . In this 
form of presentation all balance sheet accounts re­
sulting from income tax allocation are classified 
into four separate categories—current assets, non- 
current assets, current liabilities and noncurrent 
liabilities.
b. N e t c u rre n t an d  n e t n o n cu rren t a m o u n ts . In this 
form of presentation all balance sheet accounts 
resulting from income tax allocation are classified 
into two categories—net current amount and net 
noncurrent amount.
c. S in g le  am ou n t. In this form of presentation all 
balance sheet accounts resulting from income tax 
allocation are combined in a single amount.
d. N e t o f  ta x  p re se n ta tio n .  Under this approach each 
balance sheet tax allocation account (or portions 
thereof) is reported as an offset to, or a valuation 
of, the asset or liability that gave rise to the tax 
effect. Net of tax presentation is an extension of a 
valuation concept and treats the tax effects as valu­
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ation adjustments of the related assets and lia­
bilities.
Income Statement
.54 Interperiod tax allocation procedures result in 
income tax expense generally different from the amount of 
income tax payable for a period. Three alternative ap­
proaches have developed for reporting income tax expense:
a. C o m b in ed  a m o u n t. In this presentation income tax 
expense for the period is reported as a single 
amount, after adjustment of the amount of income 
taxes payable for the period for the tax effects 
of those transactions which had different effects 
on pretax accounting income and on taxable income.
This form of presentation emphasizes that income 
tax expense for the period is related to those trans­
actions entering into the determination of pretax 
accounting income.
b. C o m b in ed  a m o u n t p lu s  d isc lo su re  ( o r  tw o  o r  m o re  
se p a r a te  a m o u n ts ) . In this presentation the amount 
of income taxes reported on the tax return is con­
sidered significant additional information for users 
of financial statements. The amount of taxes pay­
able (or the effect of tax allocation for the period) 
is, therefore, disclosed parenthetically or in a note 
to the financial statements. Alternatively, income 
tax expense may be disclosed in the income state­
ment by presenting separate amounts—the taxes 
payable and the effects of tax allocation.
c. “ N e t  o f  ta x ”  p re se n ta tio n . Under the “ net of 
tax” concept the tax effects recognized under inter­
period tax allocation are considered to be valuation 
adjustments to the assets or liabilities giving rise 
to the adjustments. For example, depreciation de­
ducted for tax purposes in excess of that recog­
nized for financial accounting purposes is held to 
reduce the future utility of the related asset be­
cause of a loss of a portion of future tax deducti­
bility. Thus, depreciation expense, rather than 
income tax expense, is adjusted for the tax effect 
of the difference between the depreciation amount 
used in the determination of taxable income and
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that used in the determination of pretax accounting 
income.
Opinion
Balance Sheet
.55 Balance sheet accounts related to tax allocation 
are of two types:
a. Deferred charges and deferred credits relating to 
timing differences; and
b. Refunds of past taxes or offsets to future taxes 
arising from the recognition of tax effects of carry­
backs and carryforwards of operating losses and 
similar items.
.56 Deferred charges and deferred credits relating to 
timing differences represent the cumulative recognition 
given to their tax effects and as such do not represent re­
ceivables or payables in the usual sense. They should be 
classified in two categories—one for the net current amount 
and the other for the net noncurrent amount. This pres­
entation is consistent with the customary distinction be­
tween current and noncurrent categories and also recognizes 
the close relationship among the various deferred tax ac­
counts, all of which bear on the determination of income 
tax expense. The current portions of such deferred charges 
and credits should be those amounts which relate to assets 
and liabilities classified as current. Thus, if installment 
receivables are a current asset, the deferred credits repre­
senting the tax effects of uncollected installment sales 
should be a current item; if an estimated provision for 
warranties is a current liability, the deferred charge repre­
senting the tax effect of such provision should be a current 
item.
.57 Refunds of past taxes or offsets to future taxes 
arising from recognition of the tax effects of operating loss 
carrybacks or carryforwards should be classified either as 
current or noncurrent. The current portion should be de­
termined by the extent to which realization is expected to 
occur during the current operating cycle as defined in 
section 2031.
.58 Deferred taxes represent tax effects recognized in 
the determination of income tax expense in current and
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prior periods, and they should, therefore, be excluded from 
retained earnings or from any other account in the stock­
holders’ equity section of the balance sheet.
Income Statement
.59 In reporting the results of operations the com­
ponents of income tax expense for the period should be 
disclosed, for example:
a. Taxes estimated to be payable
b. Tax effects of timing differences
c. Tax effects of operating losses.
These amounts should be allocated to (a) income before 
extraordinary items and (b) extraordinary items and may 
be presented as separate items in the income statement or, 
alternatively, as combined amounts with disclosure of the 
components parenthetically or in a note to the financial 
statements.
.60 When the tax benefit of an operating loss carry- 
forward is realized in full or in part in a subsequent period, 
and has not been previously recognized in the loss period, 
the tax benefit should be reported as an extraordinary 
item 15 in the results of operations of the period in which 
realized.
.61 Tax effects attributable to adjustments of prior 
periods (or of the opening balance of retained earnings) 
and direct entries to other stockholders’ equity accounts 
should be presented as adjustments of such items with dis­
closure of the amounts of the tax effects.15
General
.62 Certain other disclosures should be made in addi­
tion to those set forth in paragraphs .55-.61:
a. Amounts of any operating loss carryforwards not 
recognized in the loss period, together with expira­
tion dates (indicating separately amounts which, 
upon recognition, would be credited to deferred tax 
accounts);
b. Significant amounts of any other unused deductions 
or credits, together with expiration dates; and
c. Reasons for significant variations in the customary 
relationships between income tax expense and pre-
15 See section 2010, Reporting the Results of Operations.
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tax accounting income, if they are not otherwise 
apparent from the financial statements or from the 
nature of the entity’s business.
The Board recommends that the nature of significant dif­
ferences between pretax accounting income and taxable 
income be disclosed.
.63 The “ net of tax” form of presentation of the tax 
effects of timing differences should not be used for financial 
reporting. The tax effects of transactions entering into the 
determination of pretax accounting income for one period 
but affecting the determination of taxable income in a dif­
ferent period should be reported in the income statement 
as elements of income tax expense and in the balance sheet 
as deferred taxes and not as elements of valuation of assets 
or liabilities.
EFFECTIVE DATE
.64 This section shall be effective for all fiscal periods 
that begin after December 31, 1967. However, the Board 
encourages earlier application of the provisions of this 
section.
.65 Accordingly, the tax allocation procedures set 
forth in this section should be applied to timing differences 
occurring after the effective date. (See paragraph .36 for 
treatment of timing differences originating prior to the 
effective date.) Balance sheet accounts which arose from 
interperiod tax allocation and accounts stated on a net 
of tax basis prior to the effective date of this section 
should be presented in the manner set forth in this section.
.66 The Board recognizes that companies may apply 
this section retroactively to periods prior to the effective 
date to obtain comparability in financial presentations for 
the current and future periods. If the procedures are ap­
plied retroactively, they should be applied to all material 
items of those periods insofar as the recognition of prior 
period tax effects of timing differences, operating losses 
and other deductions or credits is concerned. Any adjust­
ments made to give retroactive effect to the conclusions 
stated in this section should be considered adjustments 
of prior periods and treated accordingly.16
16 See section 2010, Reporting the Results of Operations.
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Section 4091A
Income Taxes—
Appendix A
EXAMPLES OF TIMING DIFFERENCES
.01 The following examples of timing differences are 
taken from Accounting Research Study No. 9, Interperiod 
Allocation of Corporate Income Taxes, by Homer A. Black, 
pages 8-10. They are furnished for illustrative purposes 
only without implying approval by the Board of the ac­
counting practices described.
.02 (A) Revenues or gains are taxed after accrued
for accounting purposes:
Profits on installment sales are recorded 
in accounts at date of sale and reported 
in tax returns when later collected.
Revenues on long-term contracts are re­
corded in accounts on percentage-of-com­
pletion basis and reported in tax returns 
on a completed-contract basis.
Revenue from leasing activities is re­
corded in a lessor’s accounts based on the 
financing method of accounting and ex­
ceeds rent less depreciation reported in 
tax returns in the early years of a lease.
Earnings of foreign subsidiary compa­
nies are recognized in accounts currently 
and included in tax returns when later 
remitted.
.03 (B) Expenses or losses are deducted for tax pur­
poses after accrued for accounting purposes:
Estimated costs of guarantees and prod­
uct warranty contracts are recorded in 
accounts at date of sale and deducted in 
tax returns when later paid.
Expenses for deferred compensation, 
profit-sharing, bonuses, and vacation
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and severance pay are recorded in ac­
counts when accrued for the applicable 
period and deducted in tax returns when 
later paid.
Expenses for pension costs are recorded 
in accounts when accrued for the appli­
cable period and deducted in tax returns 
for later periods when contributed to the 
pension plan.
Current expenses for self-insurance are 
recorded in accounts based on consistent 
computations for the plan and deducted 
in tax returns when losses are later 
incurred.
Estimated losses on inventories and pur­
chase commitments are recorded in ac­
counts when reasonably anticipated and 
deducted in tax returns when later 
realized.
Estimated losses on disposal of facilities 
and discontinuing or relocating opera­
tions are recorded in accounts when an­
ticipated and determinable and deducted 
in tax returns when losses or costs are 
later incurred.
Estimated expenses of settling pending 
lawsuits and claims are recorded in ac­
counts when reasonably ascertainable 
and deducted in tax returns when later 
paid.
Provisions for major repairs and main­
tenance are accrued in accounts on a 
systematic basis and deducted in tax re­
turns when later paid.
Depreciation recorded in accounts ex­
ceeds that deducted in tax returns in 
early years because of:
accelerated method of computation
for accounting purposed
shorter lives for accounting purposes
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Organization costs are written off in ac­
counts as incurred and amortized in tax 
returns.
.04 (C) R e v e n u e s  o r  g a in s  a re  ta x e d  b e fo re  accru ed
f o r  a cco u n tin g  p u r p o s e s :
Rent and royalties are taxed when col­
lected and deferred in accounts to later 
periods when earned.
Fees, dues, and service contracts are 
taxed when collected and deferred in ac­
counts to later periods when earned.
Profits on intercompany transactions are 
taxed when reported in separate returns, 
and those on assets remaining within the 
group are eliminated in consolidated fi­
nancial statements.
Gains on sales of property leased back 
are taxed at date of sale and deferred in 
accounts and amortized during the term 
of lease.
Proceeds of sales of oil payments or ore 
payments are taxed at date of sale and 
deferred in accounts and recorded as rev­
enue when produced.
.05 (D) E x p e n se s  o r  lo sse s  a re  d e d u c te d  f o r  ta x  p u r ­
p o se s  b e fo re  a ccru ed  f o r  a cco u n tin g  p u r p o s e s :
Depreciation deducted in tax returns ex­
ceeds that recorded in accounts in early 
years because of:
accelerated method of computation 
for tax purposes
shorter guideline lives for tax pur­
poses
amortization of emergency facilities 
under certificates of necessity
Unamortized discount, issue cost and re­
demption premium on bonds refunded 
are deducted in tax returns and deferred 
and amortized in accounts.
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Research and developments costs are de­
ducted in tax returns when incurred and 
deferred and amortized in accounts.
Interest and taxes during construction 
are deducted in tax returns when incur­
red and included in the cost of assets 
in accounts.
Preoperating expenses are deducted in 
tax returns when incurred and deferred 
and amortized in accounts.
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Section 4092
Tax Allocation Accounts— 
Discounting
Effective for fiscal periods 
beginning after December 
31, 1966, unless otherwise 
indicated
.01 Accounting Research Study No. 9, Interperiod A l­
location of Corporate Income Taxes,1 deals with the allo­
cation of income taxes among accounting periods when 
revenues and expenses are reported for financial accounting 
purposes in different periods than they are for income tax 
purposes. The Board is presently giving attention to this 
general subject with a view to issuing an Opinion on it.1 2 One 
of the questions now being considered is whether certain 
long-term tax allocation accounts should he determined on 
a discounted basis as recommended in the Study. Pending 
further consideration of this subject and the broader as­
pects of discounting as it is related to financial accounting 
in general and until the Board reaches a conclusion on this 
subject, it is the Board’s opinion that, except for applica­
tions existing on the exposure date of this section (Sep­
tember 26, 1966) with respect to transactions consummated 
prior to that date, deferred taxes should not be accounted 
for on a discounted basis.
1 Accounting Research Studies are not statements of this Board or of 
the American Institute of Certified Public Accountants, but are published 
for the purpose of stimulating discussion on important accounting issues.
2 APB Opinion No. 11 was issued effective for fiscal periods beginning 
after December 31, 1967. See section 4091.
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New Depredation Guidelines 
and Rules
Issue date, unless 
otherwise indicated: 
November, 1962
.01 Accounting problems may arise in connection with 
the Depreciation Guidelines and Rules issued by the United 
States Treasury Department Internal Revenue Service as 
Revenue Procedure 62-21, effective July 12, 1962. [As 
amended, effective for fiscal periods beginning after De­
cember 31, 1967, by APB Opinion No. 11.]
.02 The service lives suggested in the Guidelines for 
broad classes of depreciable assets are, in general, appre­
ciably shorter than the individual lives given in Bulletin 
‘‘F,’’ which was previously used as a guide in the determi­
nation of deductible depreciation for income tax purposes.
The Guidelines purport to bring the lives used for income 
tax purposes into line with the actual experience of tax­
payers, and thereby reduce the areas of controversy as to 
the amount of deductible depreciation, but not to provide 
another type of accelerated depreciation.
.03 For the first three years, either the new Guideline 
lives, or lives longer than the Guideline lives, may be used 
for income tax purposes without challenge. Lives shorter 
than those found in the Guidelines may be used if they have 
previously been established or are justifiable as reflecting 
the taxpayer’s existing or intended retirement and replace­
ment practices. If the “ reserve ratio” tests provided in 
the Procedure subsequently indicate that the lives used for 
income tax purposes are not in accordance with actual 
retirement and replacement practices, the lives may be 
lengthened in accordance with the “ life adjustment” tables 
provided in the Procedure. If the adjustment is not suffi­
cient to bring tax and actual lives into line, the adjusted 
lives will then be replaced by lives determined in accord­
ance with all of the facts and circumstances.
.04 A taxpayer should carefully review the estimates 
of useful life of depreciable property adopted for financial
Section 4093
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accounting purposes, with the objective of conforming them 
with Guideline lives to the extent that the latter fall within 
a reasonable range of estimated useful lives applicable in 
his business.
.05 With exceptions such as those discussed in para­
graphs .06 and .07, net income for the period should not 
be increased as the result of the adoption of Guideline lives 
for income tax purposes only. Accordingly, where Guideline 
lives shorter than the lives used for financial accounting 
purposes are adopted for income tax purposes, provision 
for deferred income taxes should be made in the manner 
provided by section 4091. [As amended effective for fiscal 
periods beginning after December 31, 1967, by APB Opin­
ion No. 11.]
.06 It may happen that a company has used shorter 
lives for accounting purposes than for tax purposes in the 
past, and now finds that these lives are longer than the new 
Guideline lives. If the lives previously used for accounting 
purposes are still considered reasonable, they presumably 
will be continued, but Guideline lives might be adopted for 
tax purposes. Tax-effect accounting should be introduced 
in this type of case in conformity with section 4091. [As 
amended, effective for fiscal periods beginning after De­
cember 31, 1967, by APB Opinion No. 11.]
.07 It may develop that some regulatory authorities 
having jurisdiction over regulated businesses will prescribe 
the maimer in which the tax effect of the adoption of Guide­
line lives for income tax purposes only is to be dealt with 
for rate-making purposes. Where this is done, the princi­
ples set forth in section 4074.07-.08 are applicable.
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Section 4094
Accounting for the 
Investment Credit
This is a combination of 
APB Opinion No. 2, issued 
December, 1962, and APB 
Opinion No. 4 (Amending 
No. 2), issued March, 1964, 
unless otherwise indicated
.01 The Internal Revenue Code of 1954, as amended, 
provides for an “ investment credit” which, in general, is 
equal to a specified percentage of the cost of certain de­
preciable assets acquired and placed in service after 1961.
It is subject to certain statutory limitations and the amount 
available in any one year is used to reduce the amount of 
income tax payable for that year. An investment credit 
once allowed is subject to recapture under certain circum­
stances set forth in the statute.
.02 Some decision as to the nature of the investment 
credit, i.e., as to the substance of its essential character­
istics, if not indispensable, is of great significance in a 
determination of its accounting treatment.
.03 Three concepts as to the substance of the invest­
ment credit have been considered by the Board: (a) sub­
sidy by way of a contribution to capital; (b) reduction in 
taxes otherwise applicable to the income of the year in 
which the credit arises; and (c) reduction in a cost other­
wise chargeable in a greater amount to future accounting 
periods.
.04 There is no significant disagreement with the view 
that the investment credit is a factor which influences the 
determination of net income. The basic accounting issue 
before us therefore is not whether the investment credit 
increases net income but, rather, the accounting period(s) 
during which it should be reflected in the operating state­
ment. Resolution of the accounting issue, in large part, 
rests upon the accounting principles relative to the realiza­
tion of income. This is true for both regulated and non- 
regulated companies. (See paragraph .22 of this section.)
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.05 Subsidy by way of a contribution to capital. This 
concept, in our opinion, is the least rational because it runs 
counter to the conclusion that the investment credit in­
creases the net income of some accounting period(s).
.06 Tax reduction. The argument for this concept 
essentially is that since the investment credit is made avail­
able by the Internal Revenue Code of 1954, as amended, it 
is in substance a selective reduction in taxes related to the 
taxable income of the year in which the credit arises.
.07 The General Rule of Section 38(a) of the Internal 
Revenue Code of 1954, as amended, provides that:
There shall be allowed, as a credit against the tax
imposed by this chapter, the amount determined
under sub-part B of this part.
The tax code has traditionally distinguished between exclu­
sions from taxable income (which affect the computation 
of taxes payable on taxable income of the period) and 
credits to be applied to reduce taxes otherwise applicable 
to such taxable income (which do not enter into such com­
putation). In our view the relevant materials support the 
interpretation that the investment credit is an administra­
tive procedure to permit the taxpayer to withhold the cash 
equivalent of the credit from taxes otherwise payable and 
that it is not an element entering into the computation of 
taxes related to income of the period.
.08 Cost reduction. We believe that the interpretation 
of the investment credit as a reduction in or offset against 
a cost otherwise chargeable in a greater amount to future 
accounting periods is supported by the weight of the per­
tinent factors and is based upon existing accounting prin­
ciples.
.09 In reaching this conclusion we have evaluated the 
pertinent portions of the legislative history of the invest­
ment credit, which we regard as significant but not decisive. 
We also evaluated the pertinent provisions of the tax code 
which contain recapture and other provisions the effect of 
which is to make realization of the credit dependent to 
some degree on future events.
.10 In concluding that the cost reduction concept is 
based upon existing accounting principles we attach sub-
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stantial weight to two points in particular. First, in our 
opinion, earnings arise from the use of facilities, not from 
their acquisition. Second, the ultimate realization of the 
credit is contingent to some degree on future developments. 
Where the incidence of realization of income is uncertain, 
as in the present circumstances, we believe the record does 
not support the treatment of the investment credit as in­
come at the earliest possible point of time. In our opinion 
the alternative choice of spreading the income in some 
rational manner over a series of future accounting periods 
is more logical and supportable.
.11 In December 1962 the Board stated (in APB Opin­
ion No. 2):
“ . . . the allowable investment credit should be reflected in net income over the productive life of acquired property and not in the year in which it is placed in service.”
.12 In January 1963 the Securities and Exchange 
Commission issued Accounting Series Release No. 96 in 
which it reported that in recognition of the substantial 
diversity of opinion among responsible persons in the mat­
ter of accounting for the investment credit the Commission 
would accept statements in which the credit was accounted 
for either as this Board concluded in Opinion No. 2 or as 
a reduction in taxes otherwise applicable to the year in 
which the credit arises. The Commission has recently re­
considered and reaffirmed that position.
.13 The Board’s review of experience since the issu­
ance of Opinion No. 2 shows that the investment credit has 
been treated by a significant number of companies as an 
increase in net income of the year in which the credit arose.
.14 The Revenue Act of 1964 eliminates the require­
ment imposed by the Revenue Act of 1962 that the in­
vestment credit be treated for income tax purposes as a 
reduction in the basis of the property to which the credit 
relates.
CONCLUSIONS
.15 It is the conclusion of this Board that the Reve­
nue Act of 1964 does not change the essential nature of 
the investment credit and, hence, of itself affords no basis
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for revising our Opinion as to the method of accounting 
for the investment credit.
.16 However, the authority of Opinions of this Board 
rests upon their general acceptability. The Board, in the 
light of events and developments occurring since the issu­
ance of Opinion No. 2, has determined that its conclusions 
as there expressed have not attained the degree of accepta­
bility which it believes is necessary to make the Opinion 
effective.
.17 In the circumstances the Board believes that, 
while the method of accounting for the investment credit 
recommended in paragraph .11 should be considered to 
be preferable, the alternative method of treating the credit 
as a reduction of Federal income taxes of the year in which 
the credit arises is also acceptable.
.18 The Board emphasizes that whichever method 
of accounting for the investment credit is adopted, it is 
essential that full disclosure be made of the method fol­
lowed and amounts involved, when material.
.19 A number of alternative choices for recording the 
credit on the balance sheet has been considered. While 
we believe the reflection of the allowable credit as a re­
duction in the net amount at which the acquired property 
is stated (either directly or by inclusion in an offsetting 
account) may be preferable in many cases, we recognize 
as equally appropriate the treatment of the credit as de­
ferred income, provided it is amortized over the produc­
tive life of the acquired property.
.20 We believe it preferable that the statement of 
income in the year in which the allowable investment credit 
arises should be affected only by the results which flow 
from the accounting for the credit set forth in paragraph 
.11. Nevertheless, reflection of income tax provisions, in 
the income statement, in the amount payable (that is, after 
deduction of the allowable investment credit) is appropri­
ate provided that a corresponding charge is made to an 
appropriate cost or expense (for example, to the provision 
for depreciation) and the treatment is adequately disclosed 
in the financial statements of the first year of its adoption.
.21 An investment credit should be reflected in the 
financial statements only to the extent that it has been
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used as an offset against income tax liability. Under the 
statute, unused investment credits may be carried back­
ward or forward to other years. The amount of a carryback 
of unused investment credit may be set up as an asset (a 
claim for refund of income taxes) and be added to the al­
lowable investment credit in accounting for the effect of 
the credit in the year in which the property is placed in 
service. A carryforward of unused investment credit 
should ordinarily be reflected only in the year in which 
the amount becomes “ allowable,” in which case the un­
used amount would not appear as an asset. Either of 
two treatments is acceptable in the preparation of income 
statements for the year in which these carrybacks or carry- 
forwards are recognized: (a) the amount of taxes esti­
mated to be actually payable for such year may be shown 
in the income statement, with the amount of the tax re­
duction attributable to the amounts carried backward or 
forward indicated either in a footnote or parenthetically 
in the body of the income statement; or (b) the income 
statement may indicate the tax expense for the period with­
out inclusion of such reduction, which reduction should 
be shown as a separate item in the statement of income. 
Material amounts of unused investment credits should be 
disclosed. [As amended, effective for fiscal periods be­
ginning after December 31, 1966, by APB Opinion No. 9.]
.22 Authorities having jurisdiction over regulated 
business may require that the investment credit be ac­
counted for in some manner not consistent with the con­
clusions expressed in this section. We have previously 
stated our position on the issues involved in such a case 
(The Journal of Accountancy, December 1962, page 67— 
reprinted in section 6011). The position there taken is 
intended to permit the so-called “ flow through” treatment 
only in those circumstances where the standards described 
in that statement are met.
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Section 5111
Receivables from Officers,
Employees or Affiliated 
Companies
Issue date, unless 
otherwise indicated: 1934 1
.01 Notes or accounts receivable due from officers, 
employees, or affiliated companies must be shown sepa­
rately and not included under a general heading such as 
notes receivable or accounts receivable.
The next page is  3051.  
1 The above rule was adopted by the membership of the Institute in 
1934. It had been recommended in 1932 to the New York Stock Exchange 
by the Institute’s committee on cooperation with stock exchanges.
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Section 5121
Inventory Pricing
Issue date, unless 
otherwise indicated:
June, 1953
.01 Whenever the operation of a business includes 
the ownership of a stock of goods, it is necessary for ade­
quate financial accounting purposes that inventories be 
properly compiled periodically and recorded in the ac­
counts.1 Such inventories are required both for the state­
ment of financial position and for the periodic measurement 
of income.
.02 This section sets forth the general principles ap­
plicable to the pricing of inventories of mercantile and 
manufacturing enterprises. Its conclusions are not directed 
to or necessarily applicable to noncommercial businesses 
or to regulated utilities.
STATEMENT 1
The term inventory is used herein to designate 
the aggregate of those items of tangible personal 
property which (1) are held for sale in the ordi­
nary course of business, (2) are in process of pro­
duction for such sale, or (3) are to be currently 
consumed in the production of goods or services 
to be available for sale.
Discussion
.03 The term inventory embraces goods awaiting sale 
(the merchandise of a trading concern and the finished 
goods of a manufacturer), goods in the course of produc­
tion (work in process), and goods to be consumed directly 
or indirectly in production (raw materials and supplies).
This definition of inventories excludes long-term assets 
subject to depreciation accounting, or goods which, when 
put into use, will be so classified. The fact that a depreciable 
asset is retired from regular use and held for sale does 
not indicate that the item should be classified as part of 
the inventory. Raw materials and supplies purchased for
1 Prudent reliance upon perpetual inventory records is not precluded.
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production may be used or consumed for the construction 
of long-term assets or other purposes not related to pro­
duction, but the fact that inventory items representing a 
small portion of the total may not be absorbed ultimately 
in the production process does not require separate classi­
fication. By trade practice, operating materials and sup­
plies of certain types of companies such as oil producers 
are usually treated as inventory.
STATEMENT 2
A major objective of accounting for invento­
ries is the proper determination of income through 
the process of matching appropriate costs against 
revenues.
Discussion
.04 An inventory has financial significance because 
revenues may be obtained from its sale, or from the sale of 
the goods or services in whose production it is used. Nor­
mally such revenues arise in a continuous repetitive process 
or cycle of operations by which goods are acquired and 
sold, and further goods are acquired for additional sales. 
In accounting for the goods in the inventory at any point 
of time, the major objective is the matching of appropriate 
costs against revenues in order that there may be a proper 
determination of the realized income. Thus, the inventory 
at any given date is the balance of costs applicable to goods 
on hand remaining after the matching of absorbed costs 
with concurrent revenues. This balance is appropriately 
carried to future periods provided it does not exceed an 
amount properly chargeable against the revenues expected 
to be obtained from ultimate disposition of the goods car­
ried forward. In practice, this balance is determined by 
the process of pricing the articles comprised in the 
inventory.
STATEMENT 3
The primary basis of accounting for invento­
ries is cost, which has been defined generally as the 
price paid or consideration given to acquire an 
asset. As applied to inventories, cost means in 
principle the sum of the applicable expenditures
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and charges directly or indirectly incurred in 
bringing an article to its existing condition and 
location.
Discussion
.05 In keeping with the principle that accounting is 
primarily based on cost, there is a presumption that inven­
tories should be stated at cost. The definition of cost as 
applied to inventories is understood to mean acquisition 
and production cost,2 and its determination involves many 
problems. Although principles for the determination of 
inventory costs may be easily stated, their application, par­
ticularly to such inventory items as work in process and 
finished goods, is difficult because of the variety of prob­
lems encountered in the allocation of costs and charges. 
For example, under some circumstances, items such as idle 
facility expense, excessive spoilage, double freight, and re­
handling costs may be so abnormal as to require treatment 
as current period charges rather than as a portion of the 
inventory cost. Also, general and administrative expenses 
should be included as period charges, except for the portion 
of such expenses that may be clearly related to production 
and thus constitute a part of inventory costs (product 
charges). Selling expenses constitute no part of inventory 
costs. It should also be recognized that the exclusion of all 
overheads from inventory costs does not constitute an ac­
cepted accounting procedure. The exercise of judgment in 
an individual situation involves a consideration of the ade­
quacy of the procedures of the cost accounting system in 
use, the soundness of the principles thereof, and their con­
sistent application.
STATEMENT 4
Cost for inventory purposes may be deter­
mined under any one of several assumptions as to 
the flow of cost factors (such as first-in first-out, 
average, and last-in first-out); the major objective 
in selecting a method should be to choose the one 
which, under the circumstances, most clearly re­
flects periodic income.
2 In the case of goods which have been written down below cost at the 
close of a fiscal period, such reduced amount is to be considered the cost 
for subsequent accounting purposes.
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Discussion
.06 The cost to he matched against revenue from a 
sale may not be the identified cost of the specific item which 
is sold, especially in cases in which similar goods are pur­
chased at different times and at different prices. While in 
some lines of business specific lots are clearly identified 
from the time of purchase through the time of sale and are 
costed on this basis, ordinarily the identity of goods is lost 
between the time of acquisition and the time of sale. In any 
event, if the materials purchased in various lots are identi­
cal and interchangeable, the use of identified cost of the 
various lots may not produce the most useful financial 
statements. This fact has resulted in the development of 
general acceptance of several assumptions with respect to 
the flow of cost factors (such as first-in first-out, average, 
and last-in first-out) to provide practical bases for the 
measurement of periodic income.3 In some situations a re­
versed mark-up procedure of inventory pricing, such as 
the retail inventory method, may be both practical and ap­
propriate. The business operations in some cases may be 
such as to make it desirable to apply one of the acceptable 
methods of determining cost to one portion of the inventory 
or components thereof and another of the acceptable 
methods to other portions of the inventory.
.07 Although selection of the method should be made 
on the basis of the individual circumstances, it is obvious 
that financial statements will be more useful if uniform 
methods of inventory pricing are adopted by all companies 
within a given industry.
STATEMENT 5
A departure from the cost basis of pricing the 
inventory is required when the utility of the goods 
is no longer as great as its cost. Where there is 
evidence that the utility of goods, in their disposal 
in the ordinary course of business, will be less than
3 Standard costs are acceptable if adjusted at reasonable intervals to 
reflect current conditions so that at the balance-sheet date standard costs 
reasonably approximate costs computed under one of the recognized bases. 
In such cases descriptive language should be used which will express this 
relationship, as, for instance, “approximate costs determined on the first-in 
first-out basis,’’ or, if it is desired to mention standard costs, “at standard 
costs, approximating average costs.”
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cost, whether due to physical deterioration, obso­
lescence, changes in price levels, or other causes, 
the difference should be recognized as a loss of the 
current period. This is generally accomplished by 
stating such goods at a lower level commonly des­
ignated as market.
Discussion
.08 Although the cost basis ordinarily achieves the 
objective of a proper matching of costs and revenues, under 
certain circumstances cost may not be the amount properly 
chargeable against the revenues of future periods. A de­
parture from cost is required in these circumstances be­
cause cost is satisfactory only if the utility of the goods 
has not diminished since their acquisition; a loss of utility 
is to be reflected as a charge against the revenues of the 
period in which it occurs. Thus, in accounting for inven­
tories, a loss should be recognized whenever the utility of 
goods is impaired by damage, deterioration, obsolescence, 
changes in price levels, or other causes. The measurement 
of such losses is accomplished by applying the rule of pric­
ing inventories at cost or market, whichever is lower. This 
provides a practical means of measuring utility and thereby 
determining the amount of the loss to be recognized and 
accounted for in the current period.
STATEMENT 6
As used in the phrase lower of cost or market4 
the term market means current replacement cost 
(by purchase or by reproduction, as the case may 
be) except that:
(1) Market should not exceed the net realizable 
value (i.e., estimated selling price in the ordinary 
course of business less reasonably predictable costs 
of completion and disposal); and
(2) Market should not be less than net realizable 
value reduced by an allowance for an approxi­
mately normal profit margin.
4 The terms cost or market, whichever is lower and lower 9f cost or market 
are used synonymously in general practice and in this section. The com­
mittee does not express any preference for either of the two alternatives.
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Discussion
.09 The rule of cost or market, whichever is lower is 
intended to provide a means of measuring the residual use­
fulness of an inventory expenditure. The term market is 
therefore to he interpreted as indicating utility on the in­
ventory date and may be thought of in terms of the equiva­
lent expenditure which would have to be made in the 
ordinary course at that date to procure corresponding 
utility. As a general guide, utility is indicated primarily 
by the current cost of replacement of the goods as they 
would be obtained by purchase or reproduction. In apply­
ing the rule, however, judgment must always be exercised 
and no loss should be recognized unless the evidence indi­
cates clearly that a loss has been sustained. There are 
therefore exceptions to such a standard. Replacement or 
reproduction prices would not be appropriate as a measure 
of utility when the estimated sales value, reduced by the 
costs of completion and disposal, is lower, in which case 
the realizable value so determined more appropriately meas­
ures utility. Furthermore, where the evidence indicates 
that cost will be recovered with an approximately normal 
profit upon sale in the ordinary course of business, no loss 
should be recognized even though replacement or reproduc­
tion costs are lower. This might be true, for example, in the 
case of production under firm sales contracts at fixed 
prices, or when a reasonable volume of future orders is 
assured at stable selling prices.
.10 Because of the many variations of circumstances 
encountered in inventory pricing, Statement 6 is intended 
as a guide rather than a literal rule. It should be applied 
realistically in the light of the objectives expressed in this 
section and with due regard to the form, content, and com­
position of the inventory. The committee considers, for 
example, that the retail inventory method, if  adequate 
markdowns are currently taken, accomplishes the objec­
tives described herein. It also recognizes that, if a business 
is expected to lose money for a sustained period, the inven­
tory should not be written down to offset a loss inherent 
in the subsequent operations.
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STATEMENT 7
Depending on the character and composition 
of the inventory, the rule of cost or market, which­
ever is lower may properly be applied either di­
rectly to each item or to the total of the inventory 
(or, in some cases, to the total of the components 
of each major category). The method should be 
that which most clearly reflects periodic income.
Discussion
.11 The purpose of reducing inventory to market is to 
reflect fairly the income of the period. The most common 
practice is to apply the lower of cost or market rule sep­
arately to each item of the inventory. However, if there 
is only one end-product category the cost utility of the total 
stock—the inventory in its entirety—may have the greatest 
significance for accounting purposes. Accordingly, the re­
duction of individual items to market may not always lead 
to the most useful result if the utility of the total inventory 
to the business is not below its cost. This might be the case 
if selling prices are not affected by temporary or small fluc­
tuations in current costs of purchase or manufacture. Sim­
ilarly, where more than one major product or operational 
category exists, the application of the cost or market, 
whichever is lower rule to the total of the items included in 
such major categories may result in the most useful deter­
mination of income.
.12 When no loss of income is expected to take place 
as a result of a reduction of cost prices of certain goods be­
cause others forming components of the same general cate­
gories of finished products have a market equally in excess 
of cost, such components need not be adjusted to market to 
the extent that they are in balanced quantities. Thus, in 
such cases, the rule of cost or market, whichever is lower 
may be applied directly to the totals of the entire inven­
tory, rather than to the individual inventory items, if they 
enter into the same category of finished product and if they 
are in balanced quantities, provided the procedure is ap­
plied consistently from year to year.
.13 To the extent, however, that the stocks of partic­
ular materials or components are excessive in relation to
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others, the more widely recognized procedure of applying 
the lower of cost or market to the individual items consti­
tuting the excess should he followed. This would also apply 
in cases in which the items enter into the production of 
unrelated products or products having a material variation 
in the rate of turnover. Unless an effective method of clas­
sifying categories is practicable, the rule should he applied 
to each item in the inventory.
.14 When substantial and unusual losses result from 
the application of this rule it will frequently he desirable 
to disclose the amount of the loss in the income statement 
as a charge separately identified from the consumed in­
ventory costs described as cost of goods sold.
STATEMENT 8
The basis of stating inventories must be con­
sistently applied and should be disclosed in the 
financial statements; whenever a significant change 
is made therein, there should be disclosure of the 
nature of the change and, if material, the effect on 
income.
Discussion
.15 While the basis of stating inventories does not 
affect the over-all gain or loss on the ultimate disposition 
of inventory items, any inconsistency in the selection or 
employment of a basis may improperly affect the periodic 
amounts of income or loss. Because of the common use and 
importance of periodic statements, a procedure adopted 
for the treatment of inventory items should be consistently 
applied in order that the results reported may be fairly 
allocated as between years. A change of such basis may 
have an important effect upon the interpretation of the 
financial statements both before and after that change, and 
hence, in the event of a change, a full disclosure of its 
nature and of its effect, if material, upon income should 
be made. (See also section 2031.09.)
STATEMENT 9
Only in exceptional cases may inventories 
properly be stated above cost. For example, pre-
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cious metals having a fixed monetary value with no 
substantial cost of marketing may be stated at such 
monetary value; any other exceptions must he 
justifiable by inability to determine appropriate 
approximate costs, immediate marketability at 
quoted market price, and the characteristic of unit 
interchangeability. Where goods are stated above 
cost this fact should be fully disclosed.
Discussion
.16 It is generally recognized that income accrues only 
at the time of sale, and that gains may not be anticipated 
by reflecting assets at their current sales prices. For certain 
articles, however, exceptions are permissible. Inventories 
of gold and silver, when there is an effective government- 
controlled market at a fixed monetary value, are ordinarily 
reflected at selling prices. A similar treatment is not un­
common for inventories representing agricultural, mineral, 
and other products, units of which are interchangeable and 
have an immediate marketability at quoted prices and for 
which appropriate costs may be difficult to obtain. Where 
such inventories are stated at sales prices, they should of 
course be reduced by expenditures to be incurred in dis­
posal, and the use of such basis should be fully disclosed in 
the financial statements.
STATEMENT 10
Accrued net losses on firm purchase commit­
ments for goods for inventory, measured in the 
same way as are inventory losses, should, if mate­
rial, be recognized in the accounts and the amounts 
thereof separately disclosed in the income state­
ment.
Discussion
.17 The recognition in a current period of losses aris­
ing from the decline in the utility of cost expenditures is 
equally applicable to similar losses which are expected to 
arise from firm, uncancelable, and unhedged commitments 
for the future purchase of inventory items. The net loss on 
such commitments should be measured in the same way as 
are inventory losses and, if material, should be recognized
§ 5121.17A PB Accounting Principles
3060 Assets
in the accounts and separately disclosed in the income 
statement. The utility of such commitments is not impaired, 
and hence there is no loss, when the amounts to be realized 
from the disposition of the future inventory items are ade­
quately protected by firm sales contracts or when there are 
other circumstances which reasonably assure continuing 
sales without price decline.
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Accounting for Intangible 
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Section 5141
Issue date, unless 
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.01 This section deals with problems involved in 
accounting for certain types of assets classified by account­
ants as intangibles, specifically, those acquired by the 
issuance of securities or purchased for cash or other con­
sideration. Such assets may be purchased or acquired 
separately for a specified consideration or may be pur­
chased or acquired, together with other assets, for a lump­
sum consideration without specification by either the seller 
or the purchaser, at the time of purchase, of the portions 
of the total price which are applicable to the respective 
assets thus acquired. In dealing with the intangible assets 
herein considered, important questions arise as to the 
initial carrying amount of such assets, the amortization 
of such amount where their term of existence is definitely 
limited or problematical, and their write-down or write-off 
at some later time where there is a substantial and per­
manent decline in the value of such assets. These questions 
involve basic accounting principles of balance-sheet pres­
entation and income determination and this section is 
designed to promote a fuller consideration of those princi­
ples. It does not, however, deal with the problems of 
accounting for intangibles developed in the regular course 
of business by research, experimentation, advertising, or 
otherwise.
CLASSIFICATION OF INTANGIBLES
.02 The intangibles herein considered may be broadly 
classified as follows:
(a) Those having a term of existence limited by 
law, regulation, or agreement, or by their nature (such 
as patents, copyrights, leases, licenses, franchises for 
a fixed term, and goodwill as to which there is evidence 
of limited duration);
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(b) Those having no such limited term of exist­
ence and as to which there is, at the time of acquisition, 
no indication of limited life (such as goodwill gen­
erally, going value, trade names, secret processes, sub­
scription lists, perpetual franchises, and organization 
costs).
.03 The intangibles described above will hereinafter 
be referred to as type (a) and type (b) intangibles, re­
spectively. The portion of a lump-sum consideration 
deemed to have been paid for intangible elements when 
a mixed aggregate of tangible and intangible property is 
acquired, or the excess of a parent company’s investment 
in the stock of a subsidiary over its equity in the net assets 
of the subsidiary as shown by the latter’s books at the 
date of acquisition, in so far as that excess would be 
treated as an intangible in consolidated financial state­
ments of the parent and the subsidiary, may represent 
intangibles of either type (a) or type (b) or a combina­
tion of both.
INITIAL CARRYING AMOUNT
.04 The initial amount assigned to all types of in­
tangibles should be cost, in accordance with the generally 
accepted accounting principle that assets should be stated 
at cost when they are acquired. In the case of non-cash 
acquisitions, as, for example, where intangibles are ac­
quired in exchange for securities, cost may be considered 
as being either the fair value of the consideration given 
or the fair value of the property or right acquired, which­
ever is the more clearly evident.
AMORTIZATION OF INTANGIBLES
Type (a)
.05 The cost of type (a) intangibles should be 
amortized by systematic charges in the income statement 
over the period benefited, as in the case of other assets 
having a limited period of usefulness. If it becomes evi­
dent that the period benefited will be longer or shorter 
than originally estimated, recognition thereof may take 
the form of an appropriate decrease or increase in the 
rate of amortization or a partial write-down may be made 
by a charge against income (see section 2010.20-.22). [As
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amended, effective for fiscal periods beginning after De­
cember 31, 1966, by APB Opinion No. 9.]
Type (b)
.06 When it becomes reasonably evident that the term 
of existence of a type (b) intangible has become limited 
and that it has therefore become a type (a) intangible, its 
cost should be amortized by systematic charges in the 
income statement over the estimated remaining period of 
usefulness or a partial write-down may be made by a 
charge against income (see section 2010.20-.22) and the 
rest of the cost may be amortized over the remaining period 
of usefulness. [As amended, effective for fiscal periods 
beginning after December 31 , 1966, by APB Opinion No. 9.]
.07 When a corporation decides that a type (b) in­
tangible may not continue to have value during the entire 
life of the enterprise it may amortize the cost of such 
intangible by systematic charges against income despite 
the fact that there are no present indications of limited 
existence or loss of value which would indicate that it 
has become type (a), and despite the fact that expenditures 
are being made to maintain its value. Such amortization 
is within the discretion of the company and is not to be 
regarded as obligatory. The plan of amortization should 
be reasonable; it should be based on all the surrounding 
circumstances, including the basic nature of the intangible 
and the expenditures currently being made for develop­
ment, experimentation, and sales promotion. Where the 
intangible is an important income-producing factor, and is 
currently being maintained by advertising or otherwise, 
the period of amortization should be reasonably long. [As 
amended, effective for fiscal periods beginning after De­
cember 31, 1965, by APB Opinion No. 6.]
WRITE-OFF OF INTANGIBLES
.08 The cost of type (b) intangibles should be written 
off when it becomes reasonably evident that they have 
become worthless. Under such circumstances the amount 
at which they are carried on the books should be charged 
off in the income statement (see section 2010.20-.22). In 
determining whether an investment in type (b) intangibles 
has become or is likely to become worthless, consideration 
should be given to the fact that in some cases intangibles
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acquired by purchase may merge with, or be replaced by, 
intangibles acquired or developed with respect to other 
products or lines of business and that in such circumstances 
the discontinuance of a product or line of business may 
not in fact indicate loss of value. [As amended, effective 
for fiscal periods beginning after December 31, 1966, by 
APB Opinion No. 9.]
LIMITATION ON WRITE-OFF OF INTANGIBLES
.09 Lump-sum write-offs of intangibles should not be 
made to earned surplus immediately after acquisition, nor 
should intangibles be charged against capital surplus. If 
not amortized systematically, intangibles should be carried 
at cost until an event has taken place which indicates a 
loss or a limitation on the useful life of the intangibles.
PURCHASE OF SUBSIDIARY’S STOCK OR 
BASKET PURCHASE OF ASSETS
.10 A problem arises in cases where a group of in­
tangibles or a mixed aggregate of tangible and intangible 
property is acquired for a lump-sum consideration, or 
when the consideration given for a stock investment in 
a subsidiary is greater than the net assets of such sub­
sidiary applicable thereto, as carried on its books at the 
date of acquisition. In this latter type of situation there 
is a presumption that the parent company, in effect, placed 
a valuation greater than their carrying amount on some 
of the assets of the subsidiary in arriving at the price it 
was willing to pay for its investment therein. The parent 
corporation may have (a) paid amounts in excess of carry­
ing amounts for specific assets of the subsidiary or (b) 
paid for the general goodwill of the subsidiary. In these 
cases, if practicable, there should be an allocation, as be­
tween tangible and intangible property, of the cost of the 
mixed aggregate of property or of the excess of a parent’s 
investment over its share of the amount at which the 
subsidiary carried its net assets on its books at the date 
of acquisition. Any amount allocated to intangibles should 
be further allocated to determine, if practicable, a separate 
cost for each type (a) intangible and for at least the aggre­
gate of all type (b) intangibles. The amounts so allocated 
to intangibles should thereafter be dealt with in accordance 
with the procedures outlined in this section.
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Unamortized Discount, Issue Cost, 
and Redemption Premium on 
Bonds Refunded1
Issue date, unless 
otherwise indicated: 
June, 1953
.01 Until the early days of the century, bond discount 
was commonly regarded as a capital charge. When the un­
soundness of this treatment was recognized, alternative 
methods of treatment became accepted, under one of which 
the discount was distributed over the term of the issue, and 
under the other the discount was charged immediately 
against surplus, the latter being regarded generally as the 
preferable course.
.02 Present-day treatment recognizes that on an issue 
of bonds the amount agreed to be paid (whether nominally 
as interest or as principal) in excess of the net proceeds 
constitutes the compensation paid for the use of the money. 
Where bonds are issued at a discount it is customary to 
distribute the discount over the term of the bond issue and 
to charge both the coupon interest and the allocated dis­
count directly to income.
.03 In the committee’s opinion it is a sound account­
ing procedure to treat such discount as a part of the cost 
of borrowed money to be distributed systematically over 
the term of the issue and charged in successive annual in­
come accounts of the company. The anticipation of this 
income charge by a debit to income of a previous year or 
to surplus has in principle no more justification than would 
a corresponding treatment of coupons due in future years.
.04 The argument advanced in favor of immediately 
writing off discount was that it extinguished an asset that 
was only nominal in character and that it resulted in a 
conservative balance sheet. The weight attached to this 
argument has steadily diminished, and increasing weight 
has been given to the arguments that all such charges 
should be reflected under the proper head in the income 1
1 See also sections 5516 and 5516A, Convertible Debt and Debt Issued with Stock Warrants.
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account, and that conservatism in the balance sheet is of 
dubious value if attained at the expense of a lack of con­
servatism in the income account, which is far more sig­
nificant.
TREATMENT OF UNAMORTIZED DISCOUNT, ISSUE 
COST, AND REDEMPTION PREMIUM 
ON BONDS REFUNDED
.05 Discussion of the treatment of unamortized dis­
count, issue cost, and redemption premium on bonds re­
funded (hereinafter referred to as unamortized discount) 
has revolved mainly about three methods of disposing of 
the unamortized balance:
(a) A direct write-off to income or earned surplus,
(b) Amortization over the remainder of the original 
life of the issue retired, or
(c) Amortization over the life of the new issue.
Each of these methods has had support in court decisions, 
in determinations by regulatory agencies, and in account­
ing literature. The reasoning and conclusions reached by 
the committee in regard to them are given here.
Direct Write-Off
.06 It is acceptable accounting to write off unamor­
tized discount in full in the year of refunding. This treat­
ment is based on the view that the unamortized bond 
discount represents in effect the cost of the privilege of 
terminating a borrowing contract which has become dis­
advantageous and hence comes under the accounting doc­
trine that a loss or expense should be recognized as such 
not later than the time when the series of transactions 
giving rise to it is completed.
.07 Unamortized discount should not be written off 
against retained earnings. The decision as to whether a 
direct write-off of unamortized bond discount is to be clas­
sified as an extraordinary item should be governed by the 
criteria set forth in section 2010.20-.21. [As amended, ef­
fective for fiscal periods beginning after December 31, 
1966, by APB Opinion No. 9.]
Amortization over Remainder of Original Life of Retired Issue
.08 The second alternative, distributing the charge 
over the remainder of the original life of the bonds re-
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funded, has strong support in accounting theory. Its chief 
merit lies in the fact that it results in reflection of the re­
financing expense as a direct charge under the appropriate 
head in a series of income accounts related to the term of 
the original borrowing contract.
.09 This method is based on the accounting doctrine 
that when a cost is incurred the benefits of which may rea­
sonably be expected to be realized over a period in the 
future, it should be charged against income over such pe­
riod. In behalf of this method, it is argued that the un­
amortized bond discount represents the cost of making a 
more advantageous arrangement for the unexpired term 
of the old agreement. In other words, such discount is re­
garded as the cost of an option included in the borrowing 
contract to enable a corporation to anticipate the maturity 
of its obligations if it finds it possible to refund them at a 
lower cost, either as the result of a favorable change in 
interest rates or as the result of its own improved credit. 
Continuing this line of reasoning, it is argued that the cost 
of money over the entire period of the original issue is 
affected by the terms of the original contract, and that if 
the cost of anticipating maturity is incurred, it is only be­
cause it is advantageous to do so; if the saving over the 
unexpired term of the old bonds will exceed the amount of 
unamortized discount to be disposed of, such discount 
should properly be spread over that unexpired term as a 
proper element of the cost of borrowed money.
.10 This method should be regarded as preferable. It 
conforms more closely than any other method to current 
accounting opinion.
.11 Where this method is adopted the reduction in 
current income tax resulting from the refunding should be 
apportioned over the future period in conformity with sec­
tion 4091, Income Taxes. [As amended effective for fiscal 
periods beginning after December 31 , 1967, by APB Opinion 
No. 11.]
Amortization over Life of New Issue
.12 The third method, amortization over the life of 
the new issue, is appropriate under circumstances where 
the refunding takes place because of currently lower in­
terest rates or anticipation of higher interest rates in the
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future. In such circumstances, the expected benefits justify 
spreading the costs over the life of the new issue, and this 
method is, therefore, acceptable. Paragraph .11 of this sec­
tion is applicable when this method is adopted. [As 
amended, effective for fiscal periods beginning after De­
cember 31, 1965, by APB Opinion No. 6.]
OTHER CONSIDERATIONS
.13 If the unamortized discount is carried forward 
after refunding it is acceptable to accelerate the amortiza­
tion over a shorter period than that mentioned in paragraph 
.09 as long as the charge is made against income and is not 
in any year so large as seriously to distort the income fig­
ure for that year. Such acceleration may be regarded as a 
middle course between two alternatives (immediate writ­
ing off and spreading over the life of the old issue), each 
of which is acceptable, and, therefore, as being itself 
acceptable.
.14 If the debt is to be paid off through a new issue 
with a term less than the remaining life of the old issue the 
amortization should be completed over the shorter period.
.15 The method employed should be clearly disclosed, 
and if the unamortized discount is carried forward the 
amount of the annual charge should, if significant in 
amount, be shown separately from other charges for amor­
tization of bond discount and expense.
.16 The committee does not regard the charging of 
unamortized bond discount to capital surplus as an accept­
able accounting treatment.
.17 If the debt is discharged—otherwise than by re­
funding—before the original maturity date of the issue, 
any balance of discount and other issue cost then remain­
ing on the books, and any redemption premium, should be 
written off at the date of such retirement by a charge 
against income. (See section 2010.19-.21.) [As amended, 
effective for fiscal periods beginning after December 31, 
1966, by APB Opinion No. 9.]
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Amortization of Debt 
Discount and Expense 
or Premium
Section 5152
Effective for fiscal periods 
beginning after December 
31, 1967, unless otherwise 
indicated
.01 Questions have been raised as to the appropriate­
ness of the “ interest” method of periodic amortization of 
discount and expense or premium on debt (i.e., the differ­
ence between the net proceeds, after expense, received upon 
issuance of debt and the amount repayable at its maturity) 
over its term. The objective of the interest method is to 
arrive at a periodic interest cost (including amortization) 
which will represent a level effective rate on the sum of the 
face amount of the debt and (plus or minus) the unamor­
tized premium or discount and expense at the beginning of 
each period. The difference between the periodic interest 
cost so calculated and the nominal interest on the outstand­
ing amount of the debt is the amount of periodic amortiza­
tion.
.02 In the Board’s opinion, the interest method of 
amortization is theoretically sound and an acceptable 
method.
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INTRODUCTION
.01 This section sets forth the Board’s views as to 
proper procedures or methods for implementing generally 
accepted accounting principles governing accounting for 
assets and liabilities and income and expense with respect 
to leases and sale and leasebacks. It supersedes Chapter 
14 of Accounting Research Bulletin No. 43, Disclosure of 
Long-Term Leases in Financial Statements of lessees.
This section makes no distinction between leases of real 
property and leases of personal property. Because of the 
highly specialized problems involved, this section does not 
apply to agreements concerning natural resources such as 
oil, gas, timber and mineral rights.
.02 The two principal recommendations of Chapter 14 
of Accounting Research Bulletin No. 43 were:
(1) . . . where the rentals or other obligations under long-term leases are material in the circumstances, the committee is of the opinion that:
(a) disclosure should be made in financial statements or in notes thereto o f:
(1) the amounts of annual rentals to be paid under such leases with some indication of the periods for which they are payable and
(2) any other important obligation as­sumed or guarantee made in connection there­with;
(b) the above information should be given not only in the year in which the transaction origi­nates but also as long thereafter as the amounts involved are material; and
(c) in addition, in the year in which the trans­action originates, there should be disclosure of the
Section 5351
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p r i n c i p a l  d e t a i l s  o f  a n y  i m p o r t a n t  s a l e - a n d - l e a s e  
t r a n s a c t i o n .
( 2 )  . . . t h e  c o m m i t t e e  i s  o f  t h e  o p i n i o n  t h a t  t h e  f a c t s  
r e l a t i n g  t o  a l l  s u c h  l e a s e s  s h o u l d  b e  c a r e f u l l y  c o n ­
s i d e r e d  a n d  t h a t ,  w h e r e  i t  i s  c l e a r l y  e v i d e n t  t h a t  
t h e  t r a n s a c t i o n  i n v o l v e d  i s  i n  s u b s t a n c e  a  p u r ­
c h a s e ,  t h e  “ l e a s e d ”  p r o p e r t y  s h o u l d  b e  i n c l u d e d  
a m o n g  t h e  a s s e t s  o f  t h e  l e s s e e  w i t h  s u i t a b l e  a c ­
c o u n t i n g  f o r  t h e  c o r r e s p o n d i n g  l i a b i l i t i e s  a n d  f o r  
t h e  r e l a t e d  c h a r g e s  i n  t h e  i n c o m e  s t a t e m e n t .
.03 I n  t h e  p e r i o d  s i n c e  t h e  i s s u a n c e  o f  t h e  B u l l e t i n ,  
t h e  p r a c t i c e  o f  o b t a i n i n g  b y  l e a s e  t h e  r i g h t  t o  u s e  p r o p e r t y  
h a s  c o n t i n u e d  o n  a n  i m p o r t a n t  s c a l e .  A l t h o u g h  r e l a t i v e l y  
m o r e  i n f o r m a t i o n  a b o u t  l e a s e s  h a s  b e e n  d i s c l o s e d  i n  f i n a n ­
c i a l  s t a t e m e n t s  o f  l e s s e e s  i n  r e c e n t  y e a r s ,  n o  c o n s i s t e n t  
p a t t e r n  h a s  e m e r g e d ,  a n d  t h e  e x t e n t  o f  d i s c l o s u r e  o f  p e r t i ­
n e n t  i n f o r m a t i o n  h a s  o f t e n  b e e n  i n a d e q u a t e .  I n  a d d i t i o n ,  
t h e r e  h a v e  b e e n  r e l a t i v e l y  f e w  i n s t a n c e s  o f  c a p i t a l i z a t i o n  o f  
l e a s e d  p r o p e r t y  a n d  r e c o g n i t i o n  o f  t h e  r e l a t e d  o b l i g a t i o n ,  
w h i c h  s u g g e s t s  t h a t  t h e  c r i t e r i a  f o r  d e t e r m i n i n g  w h e n  a  
l e a s e  i s  i n  s u b s t a n c e  a  p u r c h a s e  r e q u i r e  c l a r i f i c a t i o n .
.04 T h e  s i t u a t i o n  d e s c r i b e d  i n  t h e  p r e c e d i n g  p a r a ­
g r a p h  c a u s e d  t h e  a c c o u n t i n g  r e s e a r c h  d i v i s i o n  o f  t h e  A m e r ­
i c a n  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s  t o  u n d e r t a k e  
a  r e s e a r c h  s t u d y  o n  r e p o r t i n g  o f  l e a s e s  i n  f i n a n c i a l  s t a t e ­
m e n t s . 1 T h i s  s t u d y  r e c o m m e n d e d ,  i n  p a r t :
. . .  T o  t h e  e x t e n t  t h e n  t h a t  l e a s e s  g i v e  r i s e  t o  p r o p ­
e r t y  r i g h t s ,  t h o s e  r i g h t s  a n d  r e l a t e d  l i a b i l i t i e s  s h o u l d  
b e  m e a s u r e d  a n d  i n c o r p o r a t e d  i n  t h e  b a l a n c e  s h e e t .
T h e  m a j o r  q u e s t i o n  t h e n  i s  w h a t  l e a s e s ,  o r  p a r t s  
o f  l e a s e s ,  g i v e  r i s e  t o  p r o p e r t y  r i g h t s .  . . . ( p .  4 )
T o  t h e  e x t e n t ,  t h e n ,  t h a t  t h e  r e n t a l  p a y m e n t s  r e p ­
r e s e n t  a  m e a n s  o f  f i n a n c i n g  t h e  a c q u i s i t i o n  o f  p r o p e r t y  
r i g h t s  w h i c h  t h e  l e s s e e  h a s  i n  h i s  p o s s e s s i o n  a n d  u n d e r  
h i s  c o n t r o l ,  t h e  t r a n s a c t i o n  c o n s t i t u t e s  t h e  a c q u i s i t i o n  
o f  a n  a s s e t  w i t h  a  r e l a t e d  o b l i g a t i o n  t o  p a y  f o r  i t .  T o  
t h e  e x t e n t ,  h o w e v e r ,  t h a t  t h e  r e n t a l  p a y m e n t s  a r e  f o r  
s e r v i c e s  s u c h  a s  m a i n t e n a n c e ,  i n s u r a n c e ,  p r o p e r t y  
t a x e s ,  h e a t ,  l i g h t ,  a n d  e l e v a t o r  s e r v i c e ,  n o  a s s e t  h a s  
b e e n  a c q u i r e d ,  a n d  n o n e  s h o u l d  b e  r e c o r d e d .  . . .
1 Accounting Research Study No. 4, Reporting of Leases in Financial Statements by John H. Myers, published for its accounting research division 
by the American Institute of Certified Public Accountants in May, 1962. 
(Accounting research studies are not statements of this Board or of the Insti­
tute but are published for the purpose of stimulating discussion on important 
accounting issues.)
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T h e  m e a s u r e m e n t  o f  t h e  a s s e t  v a l u e  a n d  t h e  r e ­
l a t e d  l i a b i l i t y  i n v o l v e s  t w o  s t e p s :  ( 1 )  t h e  d e t e r m i ­
n a t i o n  o f  t h e  p a r t  o f  t h e  r e n t a l s  w h i c h  c o n s t i t u t e s  
p a y m e n t  f o r  p r o p e r t y  r i g h t s ,  a n d  ( 2 )  t h e  d i s c o u n t i n g  
o f  t h o s e  r e n t a l s  a t  a n  a p p r o p r i a t e  r a t e  o f  i n t e r e s t .  . . .
O n  t h e  b a l a n c e  s h e e t  t h e  p r o p e r t y  r i g h t s  a c q u i r e d  
u n d e r  l e a s e  s h o u l d  b e  g r o u p e d  w i t h  t h e  o t h e r  p r o p e r t y  
a c c o u n t s ,  b u t  p r o b a b l y  s e p a r a t e l y  c l a s s i f i e d  i n  o r d e r  t o  
d i s c l o s e  t h e  e x i s t e n c e  o f  t h e  l e a s e  a r r a n g e m e n t .  T h e  
l i a b i l i t y  s h o u l d  b e  d i v i d e d  i n t o  i t s  c u r r e n t  a n d  l o n g ­
t e r m  p o r t i o n s  a n d  s h o w n  i n  t h e  a p p r o p r i a t e  c l a s s i f i c a ­
t i o n .  . . . ( p .  5 )
I n  e f f e c t ,  t h e  p r o p o s e d  b a l a n c e - s h e e t  t r e a t m e n t  r e ­
m o v e s  t h e  c h a r g e  f o r  “ r e n t ”  i n  t h e  [ i n c o m e  s t a t e ­
m e n t ]  a c c o u n t s  a s  a n  o c c u p a n c y  c o s t  a n d  i n s t e a d  t r e a t s  
i t  s i m p l y  a s  a  p a y m e n t  o f  a n  o b l i g a t i o n  a n d  i n t e r e s t  
t h e r e o n .  I n  i t s  p l a c e  i s  p u t  “ a m o r t i z a t i o n  o f  p r o p e r t y  
r i g h t  a c q u i r e d  u n d e r  l e a s e ”  ( a n  o c c u p a n c y  c o s t )  a n d  
“ i n t e r e s t ”  ( a  f i n a n c i a l  e x p e n s e ) .  I n  t h e  c a s e  o f  m a n u ­
f a c t u r i n g  c o n c e r n s  t h e r e  p r o b a b l y  w o u l d  b e  a  r e l a t e d  
e f f e c t  o n  t h e  v a l u a t i o n  o f  w o r k  i n  p r o c e s s  a n d  o f  f i n ­
i s h e d  g o o d s ,  ( p .  6 )
. 0 5  T h e  A c c o u n t i n g  P r i n c i p l e s  B o a r d  h a s  c o n s i d e r e d  
t h e  r e c o m m e n d a t i o n s  a n d  t h e  s u p p o r t i n g  a r g u m e n t  p r e ­
s e n t e d  i n  A c c o u n t i n g  R e s e a r c h  S t u d y  N o .  4 .  T h e  B o a r d  
a g r e e s  t h a t  t h e  n a t u r e  o f  s o m e  l e a s e  a g r e e m e n t s  i s  s u c h  
t h a t  a n  a s s e t  a n d  a  r e l a t e d  l i a b i l i t y  s h o u l d  b e  s h o w n  i n  t h e  
b a l a n c e  s h e e t ,  a n d  t h a t  i t  i s  i m p o r t a n t  t o  d i s t i n g u i s h  t h i s  
t y p e  o f  l e a s e  f r o m  o t h e r  l e a s e s .  T h e  B o a r d  b e l i e v e s ,  h o w ­
e v e r ,  t h a t  t h e  d i s t i n c t i o n  d e p e n d s  o n  t h e  i s s u e  o f  w h e t h e r  
o r  n o t  t h e  l e a s e  i s  i n  s u b s t a n c e  a  p u r c h a s e  o f  t h e  p r o p e r t y  
r a t h e r  t h a n  o n  t h e  i s s u e  o f  w h e t h e r  o r  n o t  a  p r o p e r t y  r i g h t  
e x i s t s .  T h e  B o a r d  b e l i e v e s  t h a t  t h e  d i s c l o s u r e  r e q u i r e m e n t s  
r e g a r d i n g  l e a s e s  c o n t a i n e d  i n  A c c o u n t i n g  R e s e a r c h  B u l l e ­
t i n  N o .  4 3 ,  C h a p t e r  1 4 ,  s h o u l d  b e  e x t e n d e d ,  a n d  t h e  c r i t e r i a  
f o r  i d e n t i f i c a t i o n  o f  l e a s e  a g r e e m e n t s  w h i c h  a r e  i n  e f f e c t  
i n s t a l l m e n t  p u r c h a s e s  o f  p r o p e r t y  s h o u l d  b e  c l a r i f i e d .  T h e  
B o a r d  a l s o  b e l i e v e s  t h a t  a c c o u n t i n g  f o r  g a i n s  a n d  l o s s e s  o n  
s a l e - a n d - l e a s e b a c k  t r a n s a c t i o n s  s h o u l d  b e  s p e c i f i c a l l y  d e a l t  
w i t h  i n  t h i s  s e c t i o n .
DISCUSSION
. 0 6  T h e  c e n t r a l  q u e s t i o n  i s  w h e t h e r  a s s e t s  a n d  l i a b i l i ­
t i e s  a r e  c r e a t e d  b y  l e a s e s  w h i c h  c o n v e y  t h e  r i g h t  t o  u s e  
p r o p e r t y  i f  n o  e q u i t y  i s  a c c u m u l a t e d  i n  t h e  p r o p e r t y  b y  t h e
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lessee. Chapter 14 of Accounting Research Bulletin No. 43 
and Accounting Research Study No. 4 agree that leases 
which are clearly in substance purchases result in assets 
and liabilities which should be recorded, and that to the 
extent rental payments are for services, such as property 
taxes, utilities, maintenance, and so forth, they should be 
charged to current operations. They disagree with regard 
to leases which convey merely the right to use property in 
consideration of specified rental payments over a definite 
future period.
.07 It seems clear that leases covering merely the 
right to use property in exchange for future rental pay­
ments do not create an equity in the property and are thus 
nothing more than executory contracts requiring continuing 
performance on the part of both the lessor and the lessee 
for the full period covered by the leases. The question of 
whether assets and liabilities should be recorded in connec­
tion with leases of this type is, therefore, part of the larger 
issue of whether the rights and obligations that exist under 
executory contracts in general (e.g., purchase commitments 
and employment contracts) give rise to assets and liabilities 
which should be recorded.
.08 The rights and obligations related to unperformed 
portions of executory contracts are not recognized as assets 
and liabilities in financial statements under generally ac­
cepted accounting principles as presently understood. Gen­
erally accepted accounting principles require the disclosure 
of the rights and obligations under executory contracts in 
separate schedules or notes to the financial statements if 
the omission of this information would tend to make the 
financial statements misleading. The rights and obligations 
under leases which convey merely the right to use prop­
erty, without an equity in the property accruing to the 
lessee, fall into the category of pertinent information which 
should be disclosed in schedules or notes rather than by 
recording assets and liabilities in the financial statements.
.09 On the other hand, some lease agreements are 
essentially equivalent to installment purchases of property. 
In such cases, the substance of the arrangement, rather 
than its legal form, should determine the accounting treat­
ment. The property and the related obligation should be
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included in the balance sheet as an asset and a liability, 
respectively, at the discounted amount of the future lease 
rental payments, exclusive of payments to cover taxes and 
operating expenses other than depreciation. Further, in 
such cases, it is appropriate to depreciate the capitalized 
amount for property over its estimated useful life rather 
than over the initial period of the lease.
.10 The property and the related obligation should 
be included as an asset and a liability in the balance sheet 
if the terms of the lease result in the creation of a material 
equity in the property. It is unlikely that such an equity 
can be created under a lease which either party may cancel 
unilaterally for reasons other than the occurrence of some 
remote contingency. The presence, in a noncancelable lease 
or in a lease cancelable only upon the occurrence of some 
remote contingency, of either of the two following condi­
tions will usually establish that a lease should be consid­
ered to be in substance a purchase:
a. The initial term is materially less than the useful 
life of the property, and the lessee has the option 
to renew the lease for the remaining useful life of 
the property at substantially less than the fair rent­
al value; or
b. The lessee has the right, during or at the expiration 
of the lease, to acquire the property at a price which 
at the inception of the lease appears to be sub­
stantially less than the probable fair value of the 
property at the time or times of permitted acquisi­
tion by the lessee.
In these cases, the fact that the rental payments usually 
run well ahead of any reasonable measure of the expiration 
of the service value of the property, coupled with the 
options which permit either a bargain purchase by the 
lessee or the renewal of the lease during the anticipated 
useful life at bargain rentals, constitutes convincing evi­
dence that an equity in the property is being built up as 
rental payments are made and that the transaction is essen­
tially equivalent to a purchase.
.11 The determination that lease payments result in 
the creation of an equity in the property obviously requires 
a careful evaluation of the facts and probabilities surround­
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ing a given case. Unless it is clear that no material equity 
in the property will result from the lease, the existence, in 
connection with a noncancelable lease or a lease cancelable 
only upon the occurrence of some remote contingency, of 
one or more circumstances such as those shown below tend 
to indicate that the lease arrangement is in substance a 
purchase and should be accounted for as such.
a. The property was acquired by the lessor to meet 
the special needs of the lessee and will probably be 
usable only for that purpose and only by the lessee.
b. The term of the lease corresponds substantially to 
the estimated useful life of the property, and the 
lessee is obligated to pay costs such as taxes, insur­
ance, and maintenance, which are usually considered 
incidental to ownership.
c. The lessee has guaranteed the obligations of the 
lessor with respect to the property leased.
d. The lessee has treated the lease as a purchase for 
tax purposes.
.12 In cases in which the lessee and the lessor are 
related, leases should often be treated as purchases even 
though they do not meet the criteria set forth in paragraphs 
.10 and .11, i.e., even though no direct equity is being built 
up by the lessee. In these cases, a lease should be recorded 
as a purchase if a primary purpose of ownership of the 
property by the lessor is to lease it to the lessee and (1) the 
lease payments are pledged to secure the debts of the lessor 
or (2) the lessee is able, directly or indirectly, to control 
or influence significantly the actions of the lessor with re­
spect to the lease. The following illustrate situations in 
which these conditions are frequently present:
a. The lessor is an unconsolidated subsidiary of the 
lessee, or the lessee and the lessor are subsidiaries 
of the same parent and either is unconsolidated.
b. The lessee and the lessor have common officers, 
directors, or shareholders to a significant degree.
c. The lessor has been created, directly or indirectly, 
by the lessee and is substantially dependent on the 
lessee for its operations.
d. The lessee (or its parent) has the right, through 
options or otherwise, to acquire control of the lessor.
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OPINION
Application of Opinion
.13 This section is concerned with accounting for non- 
cancelable leases (or leases cancelable only upon the oc­
currence of some remote contingency) which are material, 
either individually or as a group for similar types of 
property, or in the aggregate. The presumption is that if 
the rights and obligations under such leases are either 
material in relation to the lessee’s net assets or reasonably 
expected to affect materially the results of operations of 
future periods, the leases are covered by the provisions of 
this section.
Capitalization
.14 Except in cases of leases which come under para­
graphs .09, .10, .11, and .12 of this section, the right to use 
property and a related obligation to pay specific rents over 
a definite future period are not considered by the Board 
to be assets and liabilities under present accounting con­
cepts (see paragraphs .06, .07 and .08). Leases of this type 
involve future rights and obligations, however, and per­
tinent information should be disclosed as described in 
paragraphs .16, .17 and .18. In the opinion of the Board, 
disclosure rather than capitalization is the correct account­
ing treatment of these leases.
.15 Leases which are clearly in substance installment 
purchases of property (see paragraphs .09, .10, .11 and .12) 
should be recorded as purchases. The property and the 
obligation should be stated in the balance sheet at an ap­
propriate discounted amount of future payments under 
the lease agreement. A note or schedule may be required 
to disclose significant provisions of the transaction. The 
method of amortizing the amount of the asset to income 
should be appropriate to the nature and use of the asset 
and should be chosen without reference to the period over 
which the related obligation is discharged.
Disclosure
.16 The Board believes that financial statements 
should disclose sufficient information regarding material, 
noncaneelable leases which are not recorded as assets and 
liabilities (see paragraphs .13 and .14) to enable the reader
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to assess the effect of lease commitments upon the financial 
position and results of operations, both present and pros­
pective, of the lessee. Consequently, the financial state­
ments or the accompanying notes should disclose the mini­
mum annual rentals under such leases and the period over 
which the outlays will be made.
.17 In many cases, additional disclosure will be re­
quired. The Board believes that rentals for the current 
year on leases covered by this section should be disclosed 
if they differ significantly from the minimum rentals under 
the leases. Type or types of property leased, obligations 
assumed or guarantees made, and significant provisions of 
lease agreements (such as restrictions on dividends, debt, 
or further leasing or unusual options) are examples of 
other types of information which should also usually be 
disclosed.
.18 The specific details to be disclosed and the method 
of disclosure will vary from one situation to another de­
pending upon the circumstances. In many cases, a simple 
statement will suffice. In more complicated situations, more 
detailed disclosure will be appropriate. For example, it 
may be useful to provide a schedule of rentals by years or 
by three- or five-year periods if annual rentals will fluctu­
ate significantly; or it may be desirable to provide a brief 
description of the basis for calculating the rental if the 
amount of rent is dependent upon some factor other than 
the lapse of time; or it may be necessary to indicate the 
effect of lease renewals in order to avoid misleading impli­
cations.
Sale and Leaseback
.19 The principal details of any material sale-and- 
leaseback arrangement should be disclosed in the year in 
which the transaction originates.
.20 The conclusions in paragraphs .14, .15, .16, .17, and 
.18 apply to the agreement covering the leaseback as though 
no concurrent sale were involved.
.21 The Board is of the opinion that the sale and the 
leaseback usually cannot be accounted for as independent 
transactions. Neither the sale price nor the annual rental 
can be objectively evaluated independently of the other.
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Consequently, material gains or losses resulting from the 
sale of properties which are the subject of sale-and-lease- 
back transactions, should be amortized over the life of the 
lease as an adjustment of the rental cost (or, if the leased 
property is capitalized, as an adjustment of depreciation). 
The related tax effect should be amortized over the life of 
the lease in conformity with section 4091. [As amended, 
effective for fiscal periods beginning after December 31, 
1967, by APB Opinion No. 11.]
.22 Exceptions to the rule in paragraph .21 are ex­
pected to be rare. If, however, the fair value of the prop­
erty at the time of the sale and leaseback is less than the 
undepreciated cost, the loss should be reflected in income 
at the time of the sale to the extent that a write-down to 
recognize fair value could properly have been recorded in 
the absence of a sale. In other instances in which the use 
of the leased property changes with the sale and leaseback 
and in which the sale price falls within the limits which 
would reasonably be set by independent transactions (for 
example, companies engaged in both constructing and oper­
ating office buildings or other commercial investment prop­
erties may sell a property after construction and lease it 
back for operation), the exceptional circumstances sur­
rounding a particular sale-and-leaseback transaction may 
clearly justify recognition of all or part of the gain or loss 
at the time of the sale.
Prior Lease Agreements
.23 Unless otherwise stated, Opinions of the Board 
are not intended to be retroactive. However, the Board 
encourages the revision of past accounts in individual cases 
where the effect on current financial statements is material. 
In any event, the Board believes the conclusions as to dis­
closure stated in paragraphs .16, .17, and .18 should apply 
to lease agreements made prior to the issuance of this 
section.
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Section 5511
Capital Surplus
Issue date, unless other­
wise indicated: 1934 1
.01 Capital surplus, however created, should not be 
used to relieve the income account of the current or future 
years of charges which would otherwise fall to be made 
thereagainst. This rule might be subject to the exception 
that where, upon reorganization, a reorganized company 
would be relieved of charges which would require to be 
made against income if the existing corporation were con­
tinued, it might be regarded as permissible to accomplish 
the same result without reorganization provided the facts 
were as fully revealed to and the action as formally ap­
proved by the shareholders as in reorganization.1 2 
1 The above rule was adopted by the membership of the Institute in 
1934. It had been recommended in 1932 to the New York Stock Exchange 
by the Institute’s committee on cooperation with stock exchanges.
2 See also section 5581, Quasi-Reorganization or Corporate Readjustment.
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Section 5512
Donated Stock
Issue date, unless other­
wise indicated: 1934 1
.01 If capital stock is issued nominally for the acqui­
sition of property and it appears that at about the same 
time, and pursuant to a previous agreement or understand­
ing, some portion of the stock so issued is donated to the 
corporation, it is not permissible to treat the par value of 
the stock nominally issued for the property as the cost of 
that property. If stock so donated is subsequently sold, it 
is not permissible to treat the proceeds as a credit to surplus 
of the corporation.
1The above rule was adopted by the membership of the Institute in 
1934.
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Contingency Reserves
Issue date, unless 
otherwise indicated:
June, 1953
.01 The purpose of this section is to consider prob­
lems which arise in the accounting treatment of two types 
of reserves whose misuse may be the means of either arbi­
trarily reducing income or shifting income from one period 
to another:
(a) General contingency reserves whose purposes 
are not specific;
(b) Reserves designed to set aside a part of cur­
rent profits to absorb losses feared or expected in con­
nection with inventories on hand or future purchases 
of inventory.
.02 Charges to provide, either directly or by use of a 
reserve, for losses due to obsolescence or deterioration of 
inventory or for reducing an inventory to market, or for 
reducing an inventory to a recognized basis such as last-in 
first-out or its equivalent in accordance with an announced 
change in policy to be consistently followed thereafter, are 
not under consideration here.
.03 If a provision for a reserve, made against income, 
is not properly chargeable to current revenues, net income 
for the period is understated by the amount of the provi­
sion. If a reserve so created is used to relieve the income 
of subsequent periods of charges that would otherwise be 
made against it, the income of such subsequent periods is 
thereby overstated. By use of the reserve in this manner, 
profit for a given period may be significantly increased or 
decreased by mere whim. As a result of this practice the 
integrity of financial statements is impaired, and the state­
ments tend to be misleading.
.04 The committee recognizes the character of the in­
come statement as a tentative instalment in the record of 
long-time financial results, and is aware of the tendency 
to exaggerate the significance of the net income for a single
Section 5513
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year. Nevertheless, there still exist the responsibility for 
determining net income as fairly as possible by sound meth­
ods consistently applied and the duty to show it clearly. 
In accomplishing these objectives, it is deemed desirable 
to provide, by charges in the current income statement, 
properly classified, for all foreseeable costs and losses ap­
plicable against current revenues, to the extent that they 
can be measured and allocated to fiscal periods with rea­
sonable approximation.
.05 Accordingly, inventories on hand or contracted 
for should be priced in accordance with principles stated 
elsewhere by the committee.1 When inventories which have 
been priced in accordance with those principles are fur­
ther written down by a charge to income, either directly 
or through the use of a reserve, current revenues are not 
properly matched with applicable costs, and charges to 
future operations are correspondingly reduced. This proc­
ess results in the shifting of profits from one period to 
another in violation of the principle that reserves should 
not be used for the purpose of equalizing reported income.
.06 It has been argued with respect to inventories 
that losses which will have to be taken in periods of re­
ceding price levels have their origins in periods of rising 
prices, and that therefore reserves to provide for future 
price declines should be created in periods of rising prices 
by charges against the operations of those periods. Re­
serves of this kind involve assumptions as to what future 
price levels will be, what inventory quantities will be on 
hand if and when a major price decline takes place, and 
finally whether loss to the business w ill be measured by 
the amount of the decline in prices. The bases for such 
assumptions are so uncertain that any conclusions drawn 
from them would generally seem to be speculative guesses 
rather than informed judgments. When estimates of this 
character are included in current costs, amounts repre­
senting mere conjecture are combined with others repre­
senting reasonable approximations.
.07 The committee is therefore of the opinion that re­
serves such as those created:
(a) for general undetermined contingencies, or 
1 See section 5121.
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(b) for any indefinite possible future losses, such 
as, for example, losses on inventories not on hand or 
contracted for, or
(c) for the purpose of reducing inventories other 
than to a basis which is in accordance with generally 
accepted accounting principles,2 or
(d) without regard to any specific loss reason­
ably related to the operations of the current period, or
(e) in amounts not determined on the basis of 
any reasonable estimates of costs or losses
are of such a nature that charges or credits relating to 
such reserves should not enter into the determination of 
net income.
.08 Accordingly, it is the opinion of the committee 
that if a reserve of the type described in paragraph .07 
is set up:
(a) it should be created by a segregation or ap­
propriation of earned surplus,
(b) no costs or losses should be charged to it 
and no part of it should be transferred to income or 
in any way used to affect the determination of net 
income for any year,3
(c) it should be restored to earned surplus di­
rectly when such a reserve or any part thereof is no 
longer considered necessary,3 and
(d) it should preferably be classified in the bal­
ance sheet as a part of shareholders’ equity.
2 See section 5121.
3 Items (b) and (c) of paragraph .08 also apply to contingency reserves 
set up in prior years.
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Contingencies
Issue date, unless 
otherwise indicated: 
October, 1958
.01 In the preparation of financial statements pre­
senting financial position or operating results, or both, it 
is necessary to give consideration to contingencies. In 
accounting a contingency is an existing condition, situation 
or set of circumstances, involving a considerable degree of 
uncertainty, which may, through a related future event, 
result in the acquisition or loss of an asset, or the incur­
rence or avoidance of a liability, usually with the con­
currence of a gain or loss. A commitment which is not 
dependent upon some significant intervening factor or de­
cision should not be described as a contingency.
DISCUSSION
.02 The contingencies with which this section is pri­
marily concerned are those in which the outcome is not 
sufficiently predictable to permit recording in the accounts, 
but in which there is a reasonable possibility of an outcome 
which might materially affect financial position or results 
of operations. Examples of contingencies which may result 
in the incurrence of liabilities, or in losses, are pending or 
threatened litigation, assessments or possible assessments 
of additional taxes, or other claims such as renegotiation 
refunds, that are being or would be contested, guarantees 
of indebtedness of others, and agreements to repurchase 
receivables which have been sold. Examples of contingen­
cies which may result in the acquisition of assets, or in 
gains, are claims against others for patent infringement, 
price redetermination upward and claims for reimburse­
ment under condemnation proceedings. Material contin­
gencies of the types discussed in this paragraph should 
be disclosed.
.03 Other contingencies may exist where the outcome 
is reasonably foreseeable, such as probable tax assessments 
which will not be contested, or anticipated losses from un­
collectible receivables. Contingencies of this type which are
§  5514.01
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expected to result in losses should be reflected in the ac­
counts. However, contingencies which might result in gains 
usually are not reflected in the accounts since to do so might 
be to recognize revenue prior to its realization ;1 but there 
should be adequate disclosure.
.04 There are also general risk contingencies that are 
inherent in business operations and which affect many if 
not all companies, such as the possibility of war, strike, 
losses from catastrophies not ordinarily insured against, 
or a business recession. Contingencies of this type need 
not be reflected in financial statements either by incorpora­
tion in the accounts or by other disclosure.1 2
DISCLOSURE
.05 Disclosure of contingencies referred to in para­
graph .02 should be made in financial statements or in notes 
thereto. The disclosure should be based as to its extent 
on judgment in the light of the specific circumstances and 
should indicate the nature of the contingency, and should 
give an appraisal of the outlook. If a monetary estimate 
of the amount involved is not feasible, disclosure should 
be made in general terms describing the contingency and 
explaining that no estimated amount is determinable. When 
amounts are not otherwise determinable, it may be appro­
priate to indicate the opinion of management or counsel 
as to the amount which may be involved. In some cases, 
such as a law suit involving a substantial amount, manage­
ment may reasonably expect to settle the matter without 
incurrence of any significant liability; however, considera­
tion should be given to disclosing the existence of the liti­
gation and the opinion of management or counsel with 
respect thereto. Although disclosures discussed here should 
be made with respect to those contingencies which may 
result in material gains or assets as well as with respect to 
those which may result in material losses or liabilities, care 
should be exercised in the case of gains or assets to avoid 
misleading implications as to the likelihood of realization. 
The discussion in this section does not deal with the ques­
tion as to whether the existence of any of the contingencies
discussed above is such as to require a qualified opinion
  
1 See section 4010.
2 For the committee’s position with respect to contingency reserves, 
see section 5513.
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or a disclaimer of an opinion by the independent certified 
public accountant.
.06 Certain other situations requiring disclosures have 
sometimes inappropriately been described as though they 
were contingencies, even though they are of a nature not 
possessing the degree of uncertainty usually associated 
with the concept of a contingency. Examples are unused 
letters of credit, long-term leases, assets pledged as se­
curity for loans, pension plans, the existence of cumulative 
preferred stock dividends in arrears, and commitments 
such as those for plant acquisition or an obligation to re­
duce debts, maintain working capital, or restrict dividends. 
While some of these situations may develop into contin­
gencies, they should not be described as contingencies prior 
to such eventuality.
Capital
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Liquidation Preference 
of Preferred Stock
Section 5515
Effective for fiscal periods 
beginning after December 
31, 1966, unless otherwise 
indicated
.01 Companies at times issue preferred (or other sen­
ior) stock which has a preference in involuntary liquida­
tion considerably in excess of the par or stated value of 
the shares. The relationship between this preference in 
liquidation and the par or stated value of the shares may 
be of major significance to the users of the financial state­
ments of those companies and the Board believes it highly 
desirable that it be prominently disclosed. Accordingly, 
the Board recommends that, in these cases, the liquidation 
preference of the stock be disclosed in the equity section 
of the balance sheet in the aggregate, either parentheti­
cally or “ in short,” rather than on a per share basis or by 
disclosure in notes.
.02 In addition, the financial statements should dis­
close, either on the face of the balance sheet or in notes 
pertaining thereto:
a. the aggregate or per share amounts at which pre­
ferred shares may be called or are subject to redemp­
tion through sinking fund operations or otherwise;
b. as called for by section 2010.34, the aggregate and 
per share amounts of arrearages in cumulative pre­
ferred dividends.
A PB Accounting Principles § 5515.02
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Convertible Debt and 
Debt Issued with 
Stock Warrants
Section 5516
Effective for fiscal periods 
beginning after December 
31, 1966, unless otherwise 
indicated1
.01 A portion of the proceeds received for bonds or 
other debt obligations which are convertible into stock, or 
which are issued with warrants to purchase stock, is ordi­
narily attributable to the conversion privilege or to the 
warrants, a factor that is usually reflected in the stated 
interest rate. In substance, the acquirer of the debt obli­
gation receives a “ call” on the stock. Accordingly, the 
portion of the proceeds attributable to the conversion fea­
ture or the warrants should be accounted for as paid-in 
capital (typically by a credit to capital surplus); however, 
as the liability under the debt obligation is not reduced 
by such attribution, the corresponding charge should be to 
debt discount. The discount so recognized (or the reduced 
premium if the proceeds exceed the face amount of the debt 
obligation) should thereafter be accounted for in accord­
ance with sections 5151, 5152 and 2010.16. Upon conver­
sion, the related unamortized debt discount should be ac­
counted for as a reduction of the consideration for the secu­
rities being issued.
.02 The discount or reduced premium, in the case of 
convertible debt obligations, may ordinarily be measured 
as the difference between the price at which the debt was 
issued and the estimated price for which it would have 
been issued in the absence of the conversion feature. War­
rants are frequently traded and their fair value can usu­
ally be determined by market prices at the time the debt 
is issued; accordingly, proceeds of the issue can be allo­
cated in proportion to the relative market values of the 
debt obligations and warrants.
1 The effectiveness of this section is temporarily suspended retroactive 
to December 31, 1966 by APB Opinion No. 12. See section 5516A.
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Convertible Debt and 
Debt Issued with 
Stock Warrants
This section temporarily suspends 
Section 5516 retroactively to its 
effective date
.01 Section 5516 calls for certain accounting treat­
ment, effective for periods beginning after December 31,
1966, for proceeds received for debt securities convertible 
into stock or issued together with warrants to purchase 
stock. Since the issuance of that section the Board has 
observed developments in the use of securities of this char­
acter and experiences in the application of those paragraphs 
of the section. In addition, the Board has received views 
of interested parties relative to the nature of these secu­
rities and the problems in implementing the paragraphs.
These observations and views have suggested that because 
certain aspects of these instruments, particularly in the 
case of convertible debentures, raise difficult estimation 
and other problems, further study is needed in this area.
Also, because of the actual or potential equity nature of 
these instruments, the relationship between the account­
ing for the proceeds and the treatment of “ residual” secu­
rities in the determination of earnings per share has cre­
ated problems which need to be studied further. For these 
reasons, the Board is temporarily suspending the effective­
ness of section 5516 retroactively to its effective date.
.02 In the meantime, the Board is studying further 
the accounting treatment of the various types of converti­
ble and participating securities in relation to the determi­
nation of results of operations and earnings per share, 
including the residual aspects of such securities, and plans 
to issue a separate Opinion on this subject by December 
31, 1968. It should be noted, however, that some issues 
of convertible debt securities may presently be residual 
securities and should be treated as such for  the purpose 
of determining earnings per share as provided in section 
2010.32 regardless of the suspension referred to above.
Section 5516A
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.03 Pending issuance of the new Opinion, the account­
ing treatment set forth in section 5516 is considered to 
be an acceptable practice.
.04 Since the paragraphs being suspended were ef­
fective for fiscal periods beginning after December 31, 
1966, the Board may decide to have the new Opinion ef­
fective on a retroactive basis for such fiscal periods.
.05 Those entities which otherwise are or would be 
subject to the accounting requirements of section 5516 (by 
virtue of having issued, during a fiscal period beginning 
after December 31, 1966, convertible debt or debt with stock 
warrants) may elect, as a result of this suspension, not to 
adopt such accounting treatment. If an entity so elects, the 
Board has concluded that, until issuance of its Opinion with 
respect to the treatment of such securities, a dual presenta­
tion of earnings per share of common stock should be furn­
ished on the face of the statement of income. This dual 
presentation should disclose (a) earnings per share com­
puted in accordance with section 2010 based on average 
shares outstanding during the period and (b) earnings per 
share computed on the assumption that all conversions and 
contingent issuances 1 had taken place. (The bases for each 
of these computations should be disclosed.) These computa­
tions should be described somewhat as follows:
Earnings per share of common stock—
Based on average shares outstanding 
during the period_______________  $X.XX
Based on assumption of conversion or 
exercise of all outstanding conver­
tible securities, options and war­
rants __________________________  $X.XX
The purpose of the dual presentation is to recognize and 
emphasize the complex nature of these securities, includ­
ing the existence of equity security characteristics, and 
the possibility that conversion of the security or exercise 
of options or of warrants may affect earnings per share 
of common stock. In addition, disclosure should be made 
that the provisions of the proposed new Opinion may be
1 See section 2010.42.
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required to be applied retroactively in financial statements 
for fiscal periods beginning after December 31, 1966. Such 
disclosure should include an estimate, if reasonably deter­
minable, of the effect upon net income of retroactive appli­
cation of section 5516. This disclosure should be made in 
total and on a per-share basis.
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Accounting for 
Treasury Stock
Section 5541
Issue date, unless 
otherwise indicated: 1934 1
.01 While it is perhaps in some circumstances per­
missible to show stock of a corporation held in its own 
treasury as an asset, if adequately disclosed, the dividends 
on stock so held should not be treated as a credit to the 
income account of the company.
1 The above rule was adopted by the membership of the Institute in 
1934. It had been recommended in 1932 to the New York Stock Exchange 
by the Institute’s committee on cooperation with stock exchanges.
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Profits or Losses on 
Treasury Stock
Section 5542
Issue date, unless 
otherwise indicated: 
June, 1953
.01 Following an inquiry made by the New York 
Stock Exchange, a predecessor committee on accounting 
procedure in 1938 issued the following report:
“ PROFITS OR LOSSES ON TREASURY STOCK”
.02 “ The executive committee of the American Insti­
tute of Accountants has directed that the following report 
of the committee on accounting procedure, which it re­
ceived at a meeting on April 8, 1938, be published, with­
out approval or disapproval of the committee, for the 
information of members of the Institute:
To t h e  E x e c u t i v e  C o m m i t t e e ,
A m e r i c a n  I n s t i t u t e  o f  A c c o u n t a n t s :
.03 “ This committee has had under consideration the 
question regarding treatment of purchase and sale by a 
corporation of its own stock, which was raised during 1937 
by the New York Stock Exchange with the Institute’s spe­
cial committee on cooperation with stock exchanges.
.04 “ As a result of discussions which then took 
place, the special committee on cooperation with stock 
exchanges made a report which was approved by the com­
mittee on accounting procedure and the executive commit­
tee, and a copy of which was furnished to the committee 
on stock list of the New York Stock Exchange. The ques­
tion raised was stated in the following form:
.05 “ ‘ Should the difference between the purchase and 
resale prices of a corporation’s own common stock be re­
flected in earned surplus (either directly or through inclu­
sion in the income account) or should such difference be 
reflected in capital surplus ? ’
.06 “ The opinion of the special committee on coop­
eration with stock exchanges reads in part as follows:
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.07 “ ‘Apparently there is general agreement that the 
difference between the purchase price and the stated value 
of a corporation’s common stock purchased and retired 
should be reflected in capital surplus. Your committee be­
lieves that while the net asset value of the shares of com­
mon stock outstanding in the hands of the public may be 
increased or decreased by such purchase and retirement, 
such transactions relate to the capital of the corporation 
and do not give rise to corporate profits or losses. Your 
committee can see no essential difference between (a) the 
purchase and retirement of a corporation’s own common 
stock and the subsequent issue of common shares, and (b) 
the purchase and resale of its own common stock.’
.08 “ This committee is in agreement with the views 
thus expressed; it is aware that such transactions have 
been held to give rise to taxable income, but it does not 
feel that such decisions constitute any bar to the appli­
cation of correct accounting procedure as above outlined.
.09 “ The special committee on cooperation with stock 
exchanges continued and concluded its report with the fol­
lowing statement:
.10 “ ‘Accordingly, although your committee recog­
nizes that there may be cases where the transactions in­
volved are so inconsequential as to be immaterial, it does 
not believe that, as a broad general principle, such trans­
actions should be reflected in earned surplus (either di­
rectly or through inclusion in the income account).’
.11 “ This committee agrees with the special commit­
tee on cooperation with stock exchanges, but thinks it de­
sirable to point out that the qualification should not be 
applied to any transaction which, although in itself in­
considerable in amount, is a part of a series of transac­
tions which in the aggregate are of substantial importance.
.12 “ This committee recommends that the views ex­
pressed be circulated for the information of members of 
the Institute.”
.13 The Board considers that the following account­
ing practices, in addition to the accounting practices indi­
cated in paragraphs .03-.12 are acceptable, and that they 
appear to be more in accord with current developments 
in practice:
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a. When a corporation’s stock is retired, or purchased 
for constructive retirement (with or without an in­
tention to retire the stock formally in accordance 
with applicable laws):
i. an excess of purchase price over par or stated 
value may be allocated between capital surplus 
and retained earnings. The portion of the ex­
cess allocated to capital surplus should be lim­
ited to the sum of (a) all capital surplus arising 
from previous retirements and net “ gains” on 
sales of treasury stock of the same issue and (b) 
the prorata portion of capital surplus paid in, 
voluntary transfers of retained earnings, capi­
talization of stock dividends, etc., on the same 
issue. For this purpose, any remaining capital 
surplus applicable to issues fully retired (formal 
or constructive) is deemed to be applicable pro­
rata to shares of common stock. Alternatively, 
the excess may be charged entirely to retained 
earnings in recognition of the fact that a cor­
poration can always capitalize or allocate re­
tained earnings for such purposes.
ii. an excess of par or stated value over purchase 
price should be credited to capital surplus.
b. When a corporation’s stock is acquired for purposes 
other than retirement (formal or constructive), or 
when ultimate disposition has not yet been decided, 
the cost of acquired stock may be shown separately 
as a deduction from the total of capital stock, capi­
tal surplus, and retained earnings, or may be ac­
corded the accounting treatment appropriate for 
retired stock, or in some circumstances may be 
shown as an asset in accordance with section 5541. 
“ Gains” on sales of treasury stock not previously 
accounted for as constructively retired should be 
credited to capital surplus; “ losses” may be charged 
to capital surplus to the extent that previous net 
“ gains” from sales or retirements of the same class 
of stock are included therein, otherwise to retained 
earnings.
c. Treasury stock delivered to effect a “ pooling of in­
terests” should be accounted for as though it were
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newly issued, and the cost thereof should receive 
the accounting treatment appropriate for retired 
stock. [As amended, effective for fiscal periods be­
ginning after December 31, 1965, by APB Opinion 
No. 6.]
.14 Laws of some states govern the circumstances 
under which a corporation may acquire its own stock and 
prescribe the accounting treatment therefor. Where such 
requirements are at variance with paragraph .13 the ac­
counting should conform to the applicable law. When 
state laws relating to acquisition of stock restrict the 
availability of retained earnings for payment of dividends 
or have other effects of a significant nature, these facts 
should be disclosed. [As amended, effective for fiscal pe­
riods beginning after December 31, 1965, by APB Opin­
ion No. 6.]
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Stock Dividends and 
Stock Split-Ups
Issue date, unless 
otherwise indicated: 
June, 1953
.01 The term stock dividend as used in this section 
refers to an issuance by a corporation of its own com­
mon shares to its common shareholders without consider­
ation and under conditions indicating that such action is 
prompted mainly by a desire to give the recipient share­
holders some ostensibly separate evidence of a part of 
their respective interests in accumulated corporate earn­
ings without distribution of cash or other property which 
the board of directors deems necessary or desirable to re­
tain in the business.
.02 The term stock split-up as used in this section 
refers to an issuance by a corporation of its own com­
mon shares to its common shareholders without considera­
tion and under conditions indicating that such action is 
prompted mainly by a desire to increase the number of 
outstanding shares for the purpose of effecting a reduc­
tion in their unit market price and, thereby, of obtain­
ing wider distribution and improved marketability of 
the shares.
.03 This section is not concerned with the account­
ing for a distribution or issuance to shareholders of (a) 
shares of another corporation theretofore held as an in­
vestment, or (b) shares of a different class, or (c) rights 
to subscribe for additional shares or (d) shares of the same 
class in cases where each shareholder is given an election 
to receive cash or shares.
.04 The discussion of accounting for stock dividends 
and split-ups that follows is divided into two parts. The 
first deals with the problems of the recipient. The sec­
ond deals with the problems of the issuer.
Section 5561
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AS TO THE RECIPIENT
.05 One of the basic problems of accounting is that 
of income determination. Complete discussion of this prob­
lem is obviously beyond the scope of this section. Basically, 
income is a realized gain and in accounting is recognized, 
recorded, and stated in accordance with certain principles 
as to time and amount.
.06 In applying the principles of income determina­
tion to the accounts of a shareholder of a corporation, it 
is generally agreed that the problem of determining his 
income is distinct from the problem of income determina­
tion by the corporation itself. The income of the corpora­
tion is determined as that of a separate entity without 
regard to the equity of the respective shareholders in 
such income. Under conventional accounting concepts, the 
shareholder has no income solely as a result of the fact 
that the corporation has income; the increase in his equity 
through undistributed earnings is no more than potential 
income to him. It is true that income earned by the cor­
poration may result in an enhancement in the market value 
of the shares, but until there is a distribution, division, or 
severance of corporate assets, the shareholder has no in­
come. If there is an increase in the market value of his 
holdings, such unrealized appreciation is not income. In 
the case of a stock dividend or split-up, there is no 
distribution, division, or severance of corporate assets. 
Moreover, there is nothing resulting therefrom that the 
shareholder can realize without parting with some of his 
proportionate interest in the corporation.
 (Note: The Board is of the opinion that paragraph .06 
should not be construed as prohibiting the equity method 
of accounting for substantial intercorporate investments.
[As amended, effective for fiscal periods beginning after 
December 31, 1965, by APB Opinion No. 6.] This method, 
which is described in section 2051.23, is required in cer­
tain circumstances. (See section 2051.22, which is effec­
tive for periods beginning after December 31, 1966, by 
APB Opinion No. 10.))
.07 The foregoing are important points to be con­
sidered in any discussion of the accounting procedures to 
be followed by the recipient of a stock dividend or split-
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up since many arguments put forward by those who favor 
recognizing stock dividends as income are in substance 
arguments for the recognition of corporate income as in­
come to the shareholder as it accrues to the corporation, 
and prior to its distribution to the shareholder; the accept­
ance of such arguments would require the abandonment 
of the separate entity concept of corporation accounting.
.08 The question as to whether or not stock divi­
dends are income has been extensively debated; the argu­
ments pro and con are well known.1 The situation cannot 
be better summarized, however, than in the words ap­
proved by Mr. Justice Pitney in Eisner v. Macomber, 252 
U. S. 189, wherein it was held that stock dividends are not 
income under the Sixteenth Amendment, as follows:
“ A stock dividend really takes nothing from the property of the corporation and adds nothing to the interests of the stockholders. Its property is not di­minished and their interests are not increased . . . the proportional interest of each shareholder remains the same. The only change is in the evidence which represents that interest, the new shares and the orig­inal shares together representing the same propor­tional interests that the original shares represented before the issue of the new ones.”
.09 Since a shareholder’s interest in the corporation 
remains unchanged by a stock dividend or split-up except 
as to the number of share units constituting such interest, 
the cost of the shares previously held should be allocated 
equitably to the total shares held after receipt of the stock 
dividends or split-up. When any shares are later dis­
posed of, a gain or loss should be determined on the basis 
of the adjusted cost per share.
AS TO THE ISSUER
Stock Dividends
.10 As has been previously stated, a stock dividend 
does not, in fact, give rise to any change whatsoever in 
either the corporation’s assets or its respective share­
holders’ proportionate interests therein. However, it can-
1 See, for instance, Freeman, “Stock Dividends and the New York 
Stock Exchange,” American Economic Review, December, 1931 (pro), and 
Whitaker, “Stock Dividends, Investment Trusts, and the Exchange,” American Economic Review, June, 1931 (con).
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not fail to be recognized that, merely as a consequence of 
the expressed purpose of the transaction and its charac­
terization as a dividend in related notices to shareholders 
and the public at large, many recipients of stock dividends 
look upon them as distributions of corporate earnings and 
usually in an amount equivalent to the fair value of the 
additional shares received. Furthermore, it is to be pre­
sumed that such views of recipients are materially strength­
ened in those instances, which are by far the most numerous, 
where the issuances are so small in comparison with the 
shares previously outstanding that they do not have any 
apparent effect upon the share market price and, conse­
quently, the market value of the shares previously held 
remains substantially unchanged. The committee there­
fore believes that where these circumstances exist the cor­
poration should in the public interest account for the 
transaction by transferring from earned surplus to the cate­
gory of permanent capitalization (represented by the 
capital stock and capital surplus accounts) an amount 
equal to the fair value of the additional shares issued. Un­
less this is done, the amount of earnings which the share­
holder may believe to have been distributed to him will 
be left, except to the extent otherwise dictated by legal 
requirements, in earned surplus subject to possible fur­
ther similar stock issuances or cash distributions.
.11 Where the number of additional shares issued 
as a stock dividend is so great that it has, or may rea­
sonably be expected to have, the effect of materially re­
ducing the share market value, the committee believes 
that the implications and possible constructions discussed in 
the preceding paragraph are not likely to exist and that 
the transaction clearly partakes of the nature of a stock 
split-up as defined in paragraph .02. Consequently, the 
committee considers that under such circumstances there 
is no need to capitalize earned surplus, other than to the 
extent occasioned by legal requirements. It recommends, 
however, that in such instances every effort be made to 
avoid the use of the word dividend in related corporate 
resolutions, notices, and announcements and that, in those 
cases where because of legal requirements this cannot be 
done, the transaction be described, for example, as a split- 
up effected in the form of a dividend.
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.12 In cases of closely-held companies, it is to be pre­
sumed that the intimate knowledge of the corporations’ 
affairs possessed by their shareholders would preclude any 
such implications and possible constructions as are re­
ferred to in paragraph .10. In such cases, the committee 
believes that considerations of public policy do not arise 
and that there is no need to capitalize earned surplus other 
than to meet legal requirements.
.13 Obviously, the point at which the relative size 
of the additional shares issued becomes large enough to 
materially influence the unit market price of the stock will 
vary with individual companies and under differing market 
conditions and, hence, no single percentage can be laid 
down as a standard for determining when capitalization 
of earned surplus in excess of legal requirements is called 
for and when it is not. However, on the basis of a review 
of market action in the case of shares of a number of com­
panies having relatively recent stock distributions, it would 
appear that there would be few instances involving the is­
suance of additional shares of less than, say, 20% or 25% 
of the number previously outstanding where the effect 
would not be such as to call for the procedure referred to 
in paragraph .10.
.14 The corporate accounting recommended in para­
graph .10 will in many cases, probably the majority, result 
in the capitalization of earned surplus in an amount in 
excess of that called for by the laws of the state of incor­
poration; such laws generally require the capitalization 
only of the par value of the shares issued, or, in the case 
of shares without par value, an amount usually within the 
discretion of the board of directors. However, these legal 
requirements are, in effect, minimum requirements and do 
not prevent the capitalization of a larger amount per share.
Stock Split-Ups
.15 Earlier in this section a stock split-up was de­
fined as being confined to transactions involving the issuance 
of shares, without consideration moving to the corporation, 
for the purpose of effecting a reduction in the unit market 
price of shares of the class issued and, thus, of obtaining 
wider distribution and improved marketability of the
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shares. Where this is clearly the intent, no transfer from 
earned surplus to capital surplus or capital stock account 
is called for, other than to the extent occasioned by legal 
requirements. It is believed, however, that few cases will 
arise where the aforementioned purpose can be accomplished 
through an issuance of shares which is less than, say, 
20% or 25% of the previously outstanding shares.
.16 The committee believes that the corporation’s 
representations to its shareholders as to the nature of the 
issuance is one of the principal considerations in determin­
ing whether it should be recorded as a stock dividend or a 
split-up. Nevertheless, it believes that the issuance of new 
shares in ratios of less than, say, 20% or 25% of the 
previously outstanding shares, or the frequent recurrence 
of issuances of shares, would destroy the presumption that 
transactions represented to be split-ups should be recorded 
as split-ups.
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Quasi-Reorganization or 
Corporate Readjustment
(Amplification of Institute Rule No. 2 of 1934)
Issue date, unless 
otherwise indicated: 
June, 1953
.01 A rule was adopted by the Institute in 1934 which 
read as follows:
“ Capital surplus, however created, should not be used to relieve the income account of the current or future years of charges which would otherwise fall to be made thereagainst. This rule might be subject to the exception that where, upon reorganization, a re­organized company would be relieved of charges which would require to be made against income if the exist­ing corporation were continued, it might be regarded as permissible to accomplish the same result without reorganization provided the facts were as fully re­vealed to and the action as formally approved by the shareholders as in reorganization.’’ 1 
.02 Readjustments of the kind mentioned in the ex­
ception to the rule fall in the category of what are called 
quasi-reorganizations. This section does not deal with the 
general question of quasi-reorganizations, but only with 
cases in which the exception permitted under the rule of 
1934 is availed of by a corporation. Hereinafter such cases 
are referred to as readjustments. The problems which 
arise fall into two groups: (a) what may be permitted in 
a readjustment and (b) what may be permitted thereafter.
PROCEDURE IN READJUSTMENT
.03 If a corporation elects to restate its assets, capital 
stock, and surplus through a readjustment and thus avail 
itself of permission to relieve its future income account or 
earned surplus account of charges which would otherwise 
be made thereagainst, it should make a clear report to its 
shareholders of the restatements proposed to be made, and 
obtain their formal consent. It should present a fair bal-
1 See section 5511.
Section 5581
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ance sheet as at the date of the readjustment, in which the 
adjustment of carrying amounts is reasonably complete, 
in order that there may be no continuation of the circum­
stances which justify charges to capital surplus.
.04 A write-down of assets below amounts which are 
likely to be realized thereafter, though it may result in 
conservatism in the balance sheet at the readjustment date, 
may also result in overstatement of earnings or of earned 
surplus when the assets are subsequently realized. There­
fore, in general, assets should be carried forward as of the 
date of readjustment at fair and not unduly conservative 
amounts, determined with due regard for the accounting 
to be employed by the company thereafter. If the fair 
value of any asset is not readily determinable a conserva­
tive estimate may be made, but in that case the amount 
should be described as an estimate and any material differ­
ence arising through realization or otherwise and not at­
tributable to events occurring or circumstances arising 
after that date should not be carried to income or earned 
surplus.
.05 Similarly, if potential losses or charges are known 
to have arisen prior to the date of readjustment but the 
amounts thereof are then indeterminate, provision may 
properly be made to cover the maximum probable losses or 
charges. If the amounts provided are subsequently found 
to have been excessive or insufficient, the difference should 
not be carried to earned surplus nor used to offset losses 
or gains originating after the readjustment, but should be 
carried to capital surplus.
.06 When the amounts to be written off in a readjust­
ment have been determined, they should be charged first 
against earned surplus to the full extent of such surplus; 
any balance may then be charged against capital surplus. 
A company which has subsidiaries should apply this rule 
in such a way that no consolidated earned surplus survives 
a readjustment in which any part of losses has been charged 
to capital surplus.
.07 If the earned surplus of any subsidiaries cannot 
be applied against the losses before resort is had to capital 
surplus, the parent company’s interest in such earned sur­
plus should be regarded as capitalized by the readjustment
§ 5581.04 ©  1968, American Institute of Certified Public Accountants, Inc.
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just as surplus at the date of acquisition is capitalized, so 
far as the parent is concerned.
.08 The effective date of the readjustment, from which 
the income of the company is thereafter determined, should 
he as near as practicable to the date on which formal con­
sent of the stockholders is given, and should ordinarily not 
be prior to the close of the last completed fiscal year.
PROCEDURE AFTER READJUSTMENT
.09 When the readjustment has been completed, the 
company’s accounting should be substantially similar to 
that appropriate for a new company.
.10 After such a readjustment earned surplus pre­
viously accumulated cannot properly be carried forward 
under that title. A new earned surplus account should be 
established, dated to show that it runs from the effective 
date of the readjustment, and this dating should be dis­
closed in financial statements until such time as the effec­
tive date is no longer deemed to possess any special sig­
nificance.2
.11 Capital surplus originating in such a readjust­
ment is restricted in the same manner as that of a new 
corporation; charges against it should be only those which 
may properly be made against the initial surplus of a new 
corporation.
.12 It is recognized that charges against capital sur­
plus may take place in other types of readjustments to 
which the foregoing provisions would have no application. 
Such cases would include readjustments for the purpose 
of correcting erroneous credits made to capital surplus in 
the past. In this statement the committee has dealt only 
with that type of readjustment in which either the current 
income or earned surplus account or the income account of 
future years is relieved of charges which would otherwise 
be made thereagainst.
2 See section 5582.
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Discontinuance of Dating 
Earned Surplus
Issue date, unless 
otherwise indicated: 
February, 1956
.01 Section 5581.10, Quasi-Reorganization or Corpo­
rate Readjustment, reads as follows:
After such a readjustment earned surplus previously accumulated cannot properly be carried forward under that title. A new earned surplus account should be established, dated to show that it runs from the effec­tive date of the readjustment, and this dating should be disclosed in financial statements until such time as the effective date is no longer deemed to possess any special significance.
.02 The committee believes that the dating of earned 
surplus following a quasi-reorganization would rarely, if 
ever, be of significance after a period of ten years. It also 
believes that there may be exceptional circumstances in 
which the discontinuance of the dating of earned surplus 
could be justified at the conclusion of a period less than 
ten years.
Section 5582
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Accounting Principles for 
Regulated Industries
Issue date, unless other­
wise indicated: December,
1962
The following statement, referred to in section 4094.22 
and approved by the Board, originally appeared in The 
Journal of Accountancy, December 1962, p. 67:
.01 The basic postulates and the broad principles of 
accounting comprehended in the term generally accepted 
accounting principles pertain to business enterprises in 
general. These include public utilities, common carriers, 
insurance companies, financial institutions, and the like 
that are subject to regulation by government, usually 
through commissions or other similar agencies.
.02 However, differences may arise in the application 
of generally accepted accounting principles as between reg­
ulated and nonregulated businesses, because of the effect in 
regulated businesses of the rate-making process, a phe­
nomenon not present in nonregulated businesses. Such dif­
ferences usually concern mainly the time at which various 
items enter into the determination of net income in accord­
ance with the principle of matching costs and revenues.
For example, if a cost incurred by a regulated business 
during a given period is treated for rate-making purposes 
by the regulatory authority having jurisdiction as appli­
cable to future revenues, it may be deferred in the balance 
sheet at the end of the current period and written off in the 
future period or periods in which the related revenue ac­
crues, even though the cost is of a kind which in a nonregu­
lated business would be written off currently. However, 
this is appropriate only when it is clear that the cost will 
be recoverable out of future revenues, and it is not appro­
priate when there is doubt, because of economic conditions 
or for other reasons, that the cost will be so recoverable.
Section 6011
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.03 Accounting requirements not directly related to 
the rate-making process commonly are imposed on regu­
lated businesses by orders of regulatory authorities, and 
occasionally by court decisions or statutes. The fact that 
such accounting requirements are imposed by the govern­
ment does not necessarily mean that they conform with 
generally accepted accounting principles. For example, if 
a cost, of a kind which in a nonregulated business would be 
charged to income, is charged directly to surplus pursuant 
to the applicable accounting requirements of the regulatory 
authority, such cost nevertheless should be included in op­
erating expenses or charged to income, as appropriate in 
financial statements intended for use by the public.
.04 The financial statements of regulated businesses 
other than those prepared for filing with the government 
for regulatory purposes preferably should be based on 
generally accepted accounting principles (with appropriate 
recognition of rate-making considerations as indicated in 
paragraph .02) rather than on systems of accounts or other 
accounting requirements of the government.
.05 Generally Accepted Auditing Standards lists four 
standards of reporting, the first of which says that “ The 
report shall state whether the financial statements are pre­
sented in accordance with generally accepted principles of 
accounting.’’ In reporting on the financial statements of 
regulated businesses, the independent auditor should ob­
serve this standard and should deal with material variances 
from generally accepted accounting principles (with ap­
propriate recognition of rate-making considerations as in­
dicated in paragraph .02), if the financial statements reflect 
any such variances, in the same manner as in his reports 
on nonregulated businesses.
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